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THE PHYSIOCRATS AND SAY’S LAW OF MARKETS. I 


JOSEPH J. SPENGLER 


T HAS ever been man’s custom, when 
I: new gospel appears, to discover 
&& foretokenings of this gospel in the 
works of prophets who have gone before. 
tn compliance with this custom, econo- 
mists have discovered inklings of Lord 
Keynes’s “general theory” in the writ- 


ings of Veblen, Marx, Proudhon, Mal- 
thus, and others. It is not my intention to 
‘add to this list of prophets. It is my pur- 
pose, rather, to describe in some detail 
| the physiocratic theory of consumption 
or expenditure and to indicate how this 
theory, together with the associated the- 
ory of production, both anticipated and 
contributed to the formulation of the 
Say-Mill “Law of Markets.’’ This so- 
Called law, in turn, gave a direction to 
@conomic analysis, one unintended out- 
come of which was Lord Keynes’s “gen- 
tral theory.” In a sense, therefore, it is 
in the physiocratic conception of circular 
flow that Say’s law and Lord Keynes’s 
theory had their origin, even as did 
Marx’s scheme of “‘simple reproduction.” 

Discussion of consumption is prob- 
ably as ancient as the art of articulation. 
Classic and medieval treatments of this 
subject ran largely in terms of the norma- 
tive and the (closely associated) politi- 
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cal, in terms of what was hurtful and 
what was beneficial and in terms an- 
ticipatory of the later distinction be- 
tween “productive” and “unproduc- 
tive.” Such change in emphasis as the 
early modern period witnessed was es- 
sentially toward the political rather than 
toward the economic. Not until the close 
of the seventeenth century was attention ~ 
focused upon the essentially economic 
aspects of consumption and not until the 
latter half of the eighteenth century was 
consumption examined in terms of cir- 
cuit flow. 

Prior to the nineteenth century, most 
of the discussion of consumption had to 
do with “luxury,” with its role, its ef- 
fects, and its control. The development 
of the town economy and the expansion 
of commerce, however, thrust two ques- 
tions to the fore in the eighteenth cen- 
tury, if not earlier. Is the prospect of 
consumption and enjoyment, especially 
of comforts and luxuries, essential to the 
exercise of effort, skill, and ingenuity by 
the working and the undertaking classes? 
Is the expansion of production contin- 
gent upon the development of consump- 
tion, particularly of mass consumption? 
Or does the creation of goods and serv- 
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ices proceed apace in essential independ- 
ence of their distribution and consump- 
tion? 

These questions were raised by a 
number of writers who antedated the 
physiocrats and were later considered by 
both their critics and their defenders. It 
is true that many seventeenth- and eight- 
eenth-century English writers empha- 
sized the virtuousness of frugality, thrift, 
saving, and accumulation, those who 
condemned hoarding doing so chiefly be- 
cause of its supposed adverse effect upon 
trade; and that many also subscribed to 
the opinion that low wages are more fa- 
vorable to industry than are high wages." 
Yet free spending and consumption had 
advocates, especially in the eighteenth 
century. Consumption was described 
both as the real end of, and as a principal 
stimulus to, economic activity. By pro- 
viding a market for goods and services, 
consumption quickened trade and eco- 
nomic activity in general; and by fur- 
‘ nishing the prospect of enjoyment and 
pleasure, it prompted men to work and 
otherwise to augment production. Most 
of these writers therefore opposed 
sumptuary controls.’ 

Of the French writers who antedated 
the physiocrats, none emphasized the 
economic role of consumption more than 
did Boisguillebert (1646-1714), pre- 
cursor of Adam Smith, anticipator of 
Quesnay, and exponent of laissez faire, 
who traced most of the economic ills of 
the French masses to underconsumption, 

*E. A. J. Johnson, Predecessors of Adam Smith 
(New York, 1937), esp. pp. 168, 287 ff., 280 ff.; 
J. Viner, Studies in the Theory of International Trade 
(New York, 1937), pp. 26-30, 32-33, 45-50, 90. 


* Hume, who contributed much to the synthesis 
of these views, drew upon the opinions of Mande- 
ville, particularly upon those relating to psychology 
(see Johnson, of. cit., pp. 169 ff., 292 ff.; Viner, op. 
cit., pp. 33, 90-91; F. B. Kaye’s Introduction to his 
edition of Mandeville’s The Fable of the Bees (Ox- 
ford, 1924]). Some of Mandeville’s comments antici- 
pate some of Veblen’s opinions. 


which (he believed) had its origin in ex- 
treme economic inequality.* Consump- 
tion, he said, is prerequisite to produc- 
tion in two ways: (a) unless men are am- 
ply rewarded with goods and services, 
they will not be disposed to exercise 
much effort and skill; (b) unless there is 
adequate (i.e., mass) consumption, unless 
the vast majority are “placed in a condi- 
tion . . . . to be able to procure all their 
necessities, and even superfluities,” there 
will not be a sufficient market to absorb 
all products at prices high enough to en- 
courage their production. “Consumption 
and revenue are one and the same thing.” 
And it is by “persons of small means,” 
who constitute the “greatest number,” 
that the “greatest consumption”’ is and 
must be provided. The poor man spends 
his écu ‘a hundred times,” while the rich 
man, who hoards his money for months 
and years and thus commits a “theft” 
against “king and... . State,” spends 
it once or not at all. Whence, if there is 
to be sufficient consumption to assure 
a maximum of prosperity, the poor must 
be relieved of their taxes and provided 
with a much greater share of “true 
wealth” (i.e., “a full enjoyment . . . . of 
the necessaries . . . . [and] all the super- 
fluities’’).‘ 

Less humanitarian, less infused with 


3See Hazel Van Dyke Roberts, Boisguilbert, 
Economist of the Reign of Louis XIV (New York, 
1935). For the sake of convenience, our brief refer- 
ences will be to this study rather than to Boisguille- 
bert’s own works. On his relations to the physiocrats 
see G. Weulersse, Le Mouvement physiocratique en 
France (Paris, 1910), and “Notes inédites sur Bois- 
guilbert par le Marquis de Mirabeau,” Revue d’his- 
toire de doctrines économiques, III (1910), 113-51; 
H. Higgs, The Physiocrats (London, 1897); Dupont’s 
remarks, reprinted in Auguste Oncken, (wores 
économiques et philosophiques de F. Quesnay (Frank- 
fort, 1888), pp. 146 ff. This work is hereinafter re- 
ferred to as “Quesnay, 2uores.” Quesnay (ibid., p- 
357) refers to Boisguillebert’s work. 


4 For these citations and the works from which 
they are taken see Roberts, op. cit., pp. 148, 168-71, 
204-5, 285-89. 
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the economic importance of mass con- 
sumption; and more centered about the 
question of luxury were the views of J. F. 
Melon, Montesquieu, and Cantillon re- 
garding the role of consumption. Melon 
opposed sumptuary legislation and de- 
scribed luxury as an inevitable concomi- 
tant of progress, as a necessary stimulus 
to the exercise of productive effort and 
ingenuity, and as an essential source of 
employment.’ Montesquieu expressed a 
common opinion when he described lux- 
urious expenditure as essential to the 
maintenance of the poor wherever, as in 
monarchies and aristocracies, inequality 
prevailed; for under these circumstances 
many would be without livelihood if they 
could not minister to the wants of the 
wealthy. “Were the rich not to spend 
their money freely, the poor would 
starve.”® He also characterized the pro- 
duction and sale of superfluities as essen- 
tial to the development of agriculture 
and to the stimulation of population 
growth in countries where the land was 
not divided into small and equal por- 
tions. For the cultivators of land will not 
produce above their own needs unless 
they “have a desire of enjoying super- 
fluities,” which “they can receive only 
from the artificer.’’’ 


$J. F. Melon, Essai politique sur le commerce 
(1734), in E. Daire (ed.), Economistes financiers du 
XVIII* siécle (Paris, 1851), chap. ix. Melon was 
influenced by Mandeville and others and, in turn, 
gave direction to Voltaire’s defense of luxury (see A. 
Morize, L’A pologie du luxe au XVIII* siécle et “Le 
Mondain” de Voltaire (Paris, 1909]). The views of 
various French writers upon luxury are touched 
upon in my French Predecessors of Malthus (Dur- 
ham, 1942), and in A. Lichtenberger, Le Socialisme 
ou XVIII* siécle (Paris, 1895). 


* Montesquieu, De l’esprit des lois (1748), Book 
VII, chaps. i-v. While this statement relates to 
monarchies, it is also applicable to aristocracies; for 
in the latter, his argument suggests, expenditure is 
equally necessary to counterbalance the effects of 
inequality (ibid., chap. iii). 

'Ibid., Book XXXIII, chap. xv. Consumption 
and luxury are treated also in other parts of De ’es- 





According to Cantillon, the landed 
proprietors “alone are independent”; 
theirs alone is the power of the purse. 
Upon them are dependent both the 
“thired” workers and the “undertakers,” 
by whom all “exchange and circulation” 
are conducted. He did not emphasize the 
role of consumption in general, but he in- 
sisted, in consistence with his theory of 
the economic dominance of the land- 
owners, that upon their fancies, fashions, 
and modes of living depended both the 
use to which land was put and the 
amount of subsistence available for the 
support of others than landowners.* He 
drew attention, also, to the circulatory 
character of the economic process’? and 
to the role of the “entrepreneur.” Can- 
tillon’s views reappear in part in the 
works of (among others) Condillac,’ 


prit des lois. In this work the influence of Mande- 
ville, not present in Montesquieu’s Letires persanes 
(1721), is very evident. For the later history of the 
doctrine that manufactures must be developed to 
stimulate agriculture, see my French Predecessors, 
esp. chap. iv, and my “Malthus’ 7of/al Population 
Theory: A Restatement and Reappraisal,”’ Canadian 
Journal of Economics and Political Science, Febru- 
ary-May, 10945. 


* Cantillon, Essai sur la nature du commerce en 
général (1755), translated and edited by Henry 
Higgs (London, 1931), Part I, chaps. xii-xv; see 
also pp. 364 ff. for Higgs’s account of Cantillon, the 
Essai, and its influence (cf. Ricardo, Principles of 
Political Economy and Taxation (3d. ed.], chap. xxxi, 
par. 142). 

» “After reading well over a thousand economic 
writings of earlier date than 1734,” writes Higgs 
(Essai, p. 388), “I would put Cantillon’s analysis of 
the circulation of wealth, trite as it may now appear, 
on the same level of priority as Harvey’s study of 
the circulation of the blood.” 


1%°See A. Lebeau, Condillac économiste (Paris, 
1903), and my French Predecessors, pp. 136-44. 
While Condillac supposed that the landowning class 
exercised great influence on production in conse- 
quence of the relative magnitude of its income, he 
observed that the demands of other classes also in- 
fluenced the pattern of production (see A. Landry, 
“Une Théorie négligée ...,” Revue d’économie poli- 
tique, XXIV [1910], 314, 364, 747, 773; see also 
n. 183, below). 
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whom several of the physiocrats (Le 
Trosne and Baudeau) criticized, and G. 
Garnier, who, although the translator of 
Adam Smith, long upheld certain opin- 
ions of the physiocrats.™ In one respect, 
however, Garnier’s opinion resembled 
Montesquieu’s rather than Cantillon’s 
or Quesnay’s; for he made the extension 
of cultivation depend upon the land- 
owners’ feeling a need for more of the 
products and services of other classes.” 
Cantillon did not emphasize this point, 
whereas Quesnay supposed that the 
landed proprietors automatically in- 
creased their disbursements as_ their 
revenues expanded. 

None of the prephysiocratic writers 
developed what may properly be called a 
rounded theory of consumption, for none 
had a sufficiently clear conception of the 
essentially circular and continuous char- 
acter of the economic process. Because 
none of these writers resolved economic 
life into its two component streams— 
that of goods and that of money, each 
moving in an opposite direction, none 
devoted adequate attention to the de- 
terminants of the behavior of these two 
streams. This the physiocrats attempted, 
only to fail in part—largely because of 
their angleworm theory of production 
and their disregard of the entrepreneurial 
function. Even so, their analysis revealed 
the circularity of the economic process 
and posed problems which led to the 


t Quesnay (art. “Grains”), Mirabeau (L’Ami des 
hommes), Morellet, Graslin, A. Smith, and Sir James 
Steuart are among those who referred to Cantillon. 
On Cantillon’s influence see F. A. von Hayek, 
“Richard Cantillon, sa vie, son ceuvre,” Revue des 
sciences économiques, X (1936), 92 ff., 160 ff., 206 ff. 


*? See Garnier’s Abrégé dlémentaire des principes 
de l'économie politique (Paris, 1796); see also E. Allix, 
“L’(Euvre économique de Germaine Garnier,” Re- 
vue d'histoire des doctrines économiques et sociales, V 
(1912), 317-42; R. Maunier, “Un Economiste ou- 
blié: Peuchet (1758-1830),” Revue d'histoire des doc- 
trines éc: i et sociales, IV (1911), 247-63. 
Peuchet followed Garnier in part. 


formulation of Say’s law of markets and 
prepared the way for both Marx’s scheme 
of flow and that now associated with the 
name of Lord Keynes. 


A. QUESNAY’S THEORY OF PRODUCTION" 


The physiocratic theory of production 
is important because of the restrictions 
which it imposes upon the physiocratic 
theory of consumption. This theory of 
production consists of three parts: (a) 
that relating to agriculture, fishing, and 
mining, which alone are described as re- 
productive (or productive), i.e., ca- 


"3 The works, other than those of Quesnay al- 
ready cited, to which there will be frequent reference 
in Sections A-C are: Mirabeau, L’Ami des hommes, 
Part VII (Hamburg, 1760), and Philosophie rurale 
(Amsterdam, 1763); E. Daire (ed.), C2uvres de Tur- 
got (Paris, 1844), and Physiocrates (Paris, 1846). Use 
has been made of the following works in Daire’s 
Physiocrates: Dupont de Nemours, De l’origine a 
des progrés d’une science nouvelle (1768), and Abrégé 
des principes de l'économie politique (1772); Mercier 
de la Riviére, L’Ordre natural et essentiel des sociéiés 
politiques (1767); N. Baudeau, Premiére introduction 
4 la philosophie économique (1771), Explication du 
Tableau économique (1768-70), and Explication sur 
le vrai sens du mot stérile appliqué a Vindusirie 
(1767). Dupont edited the Adbrégé, which he at- 
tributed to Charles-Frederick, Margrave of Baden, 
Daire’s collection includes only the 18 economic 
chapters of Mercier’s 44-chapter work. Use has been 
made also of Le Trosne, Del’ordre social, and Del’in- 
térét social, published in one volume (Paris, 1777); 
N. Baudeau, Principes dela science morale et politique 
sur le luxe et les loix somptuaires [1767], ed. A. Du- 
bois (Paris, 1912); Quesnay’s unpublished articles, 
“Hommes” and “Impéts,” Revue d'histoire des doc- 
trines économiques et sociales, I (1908), 3-88, 137-86; 
Turgot, Reflections on the Formation and the Distribu- 
tion of Riches [1770], translated by W. Ashley (Lon- 
don, 1899). Ashley’s translation is based upon Tur- 
got’s original work and therefore is free of the several 
modifications made in the text by Dupont, modifica- 
tions which are retained in the Daire edition. Our 
references are ometimes to the Ashley, sometimes 
to the Daire, edition. Turgot shared some, but not 
all, of the opinions of the physiocrats. His writings, 
however, contribute appreciably to our understand- 
ing of physiocracy. Inasmuch as the present paper 
deals with only one aspect of physiocracy, the philo- 
sophical basis and the ethical precept (“‘let nature 
rule”) of physiocratic doctrine are not examined. 


14 The physiocrats do not always make it clear 
whether fishing and mining yield a net product as 
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pable of yielding a net product; (b) that re- 
lating to sterile employments, which are 
incapable of yielding a net product; and 
(c) that relating to the activities of those 
who are supported out of the net product 
of the extractive industries. 

Quesnay incorporated the physio- 
cratic theory of production; together 
with the associated theory of commodity 
circulation, in the Tableau économique, 
one of the three great inventions, de- 
cared Mirabeau, which give stability to 
political societies and bind them togeth- 
er. Writing and money are the other two. 
Though in after years the Tableau was 
ridiculed, Marx judged it “the most 
brilliant idea of which political economy 
had hitherto been guilty,” and he evolved 
out of it an improved version to facili- 
tate analysis of the structure of capi- 
talism.*s 

Quesnay’s abbreviated Tableau® sum- 


does agriculture, for their primary concern was agri- 
culture. In this paper we shall refer only to agricul- 
ture; for what is said of agriculture is applicable in 
principle to fishing and mining, if these branches of 
extractive industry are considered productive, as 
they were by Quesnay and Baudeau (see Quesnay, 
Tableau économique [1758] [see n. 16 below] and 
Ewores, pp. 384 ff., 444 ff., 516 ff., 526 ff.; Baudeau, 
in Daire, Physiocrates, pp. 713-39, 823, 868-73; 
Mercier, op. cit., pp. 585-606; Le Trosne, De I’in- 
lérit, chaps. v—vii; Weulersse, op. cit., I, 244-315, 
esp. 277-80). 

See P. M. Sweezy, The Theory of Capitalist De- 
wlopment (New York, 1942), p. 75 and Appen. A; 
K. Marx, Capital (Chicago, 1906), I, 647-48, II, 
414 ff.; Mirabeau, Philosophie rurale, I, 19, 52-53; 
cf. also W. Leontief, The Structure of American 
Economy, 1919-1929 (Cambridge, Mass., 1941), p. 9; 
and J. Schumpeter’s analysis of circular flow in his 
Theory of Economic Development (Cambridge, 1934), 


“See “Analyse du Tableau économique” (1766), 
Gwores, pp. 305 ff., and Oncken’s notes on pp. 125, 
395, 328, 662. The summary or abbreviated table 
apparently grew out of Quesnay’s article, “Grains” 
(see n. 19 and text below); it relates to a whole king- 
dom, whereas the earliest (1758) table relates pri- 
marily to the productive activities and exchange of 
® single farmer. The earliest table appeared in Ques- 
nay’s privately printed Tableau économique (1758), 
of which a facsimile edition was brought out in 1894 


marizes, in terms of annual aggregates, 
reproduction and distribution in an 
extensive agricultural kingdom (i.e., 
France) with a fully developed agricul- 
ture and a population of 30 million, who 
subsist “avec aisance, conformément a 
leur état.”” This population is divided 
into three classes: the productive, which 
includes those engaged in agriculture, 
fishing, and mining; the sterile, which in- 
cludes manufacturers, artisans, distrib- 
utors of commodities, artists, and mem- 
bers of the liberal professions, together 
with the servants of this class; the pro- 
prietary, which includes landed pro- 
prietors and others paid or supported 
immediately out of proprietary revenue 
(e.g., religious personnel; the sovereign, 
together with the administrative, mili- 
tary, and other personnel in the service 
of the state).*? The productive class com- 
prises half the population, and the sterile 
and proprietary classes, one-fourth 
each."* The population is equipped with 


by the British Economic Association. For a summary 
account of this table see S. Bauer, “Quesnay’s Ta- 
bleau économique,” Economic Journal, V (1895), 1- 
21. A number of economic tables, designed to illus- 
trate the theories of production and distribution un- 
derlying Quesnay’s Tableau, are presented by Mira- 
beau in L’Ami des hommes, Part VII, and in Philo- 
sophie rurale. The most lucid explanation of the Ta- 
bleau is to be found in Baudeau’s Explication du 
Tableau économique (1767 ff., 1776), which had 
Quesnay’s approval (see ibid., in Daire, op. cit., p. 
867). The unabbreviated tables are intended to pro- 
vide a complete picture of the circulation of products 
and of the effects of changes in circulation (see 
Weulersse, op. cit., I, 68-72, 129-30; A. Voelcker, 
“Der Tableau économique Quesnays und seine 
Erklarung,” Schmollers Jahrbuch, LV [1931], 841- 
53; also n. 41 below). 


17 For accounts of these three classes and their 
functions, see Mercier, op. cit. (1767 ed.); Baudeau, 
Introduction; Le Trosne, De l’intérét. 


8 The physiocratic scheme resembles somewhat 
that of Cantillon, who looked upon land as the source 
of all wealth, upon the proprietors as the center of 
the distributive system, and upon large-scale agri- 
culture as superior to small scale. Normally, he said, 
one-half the population, including many proprietors, 
lived in towns and cities, and the remainder in the 





198 


130 million arpents of land of varying 
quality fitted for cultivation, in so far as 
possible, by past avances fonciéres. Agri- 
cultural equipment (avances primitives) 
worth 10 billion livres is at the disposal 
of the agricultural class. This equipment, 
together with annual advances of 2 bil- 
lion livres, enables the farming popula- 
tion to maintain agricultural output (i.e., 
reproduction) at a maximum level of 
5 billion livres and to supply the propri- 
etary and sterile classes with a sufficiency 
of subsistence and raw materials. The 
components of the Tableau and their sig- 
nificance are treated in greater detail 
below.” 


country. The urban population consumed at least 
one-half the annual produce, two-thirds of this half 
being purchased with money income received from 
the landed proprietors, and about one-third with 
money received from the agricultural population in 
exchange for goods and services supplied by the ur- 
ban population. The farmers (i.e., agricultural un- 
dertakers) turned over to the proprietors as rent the 
monetary equivalent of one-third of the annual 
agricultural produce, and this the proprietors spent 
in the city. The farmers retained one-third of the 
annual produce as profit and utilized the remaining 
third for the support of their help and animals. At 
least one-sixth of the annual produce was turned 
over, directly or indirectly, by the farmers to the 
urban population for merchandise (see Essai, pp. 3, 
43, 45, 121, 123, 125, 127; also my French Predeces- 
sors, chap. iv. S. Bauer (op. cit., pp. 5-6, n.) finds 
Cantillon’s notion of “three rents” expressed at 
least as early as 1714, in John Bellers’ An Essay 
towards the Improvement of Physick, etc. (1714). 


19 In the article “Fermiers,” which first appeared 
in the Encyclopédie in 1756, Quesnay estimates the 
territory of France at 100 million arpents, and the 
cultivatable portion at half. Of the 50 millioncultivat- 
able arpents, about 36 million are cultivated, 30 mil- 
lion by petite culture, and 6-7 million by grande cul- 
ture (see n. 33, below). The editors of the Encyclo- 
pédie reported: the territory of France as about 125 
million arpents, of which about 60 million were cul- 
tivatable (see Quesnay, iwores, pp. 171-72 and n.). 
In “Grains” (1757) Quesnay apparently accepts the 
60-million estimate. He concluded that, given an 
efficient agriculture, France could produce 4 billion 
livres of products (chiefly grains, livestock, vinicul- 
tural products, and small crops) per year at a 
minimum (see Zuvres, pp. 214-15). If one allows 
for such products (e.g., forestry, hemp) as are not 
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Gross and net reproduction (i.e., pro- 
duction) in agriculture is governed by 
three kinds of advances, the productive 
effect of any one of which is conditioned 
by the state of the others: ovances 
annuelles, avances primitives, and avances 
fonciéres. The annual advances include 
outlays for the preparation of the soil, for 
seed, planting, cultivation, and harvest- 
ing, for the shelter of domestic animals” 
and for the support of workers engaged in 
agriculture. The primitive advances con- 
sist of the durable instruments of pro- 
duction required in agriculture—tools, 
machinery, cattle, work-animals, etc. 
The avances fonciéres represent the vari- 
ous outlays that have been made in the 
past by the proprietor of the landed 
property, or by its previous owners, to 
suit the land for cultivation, e.g., clear- 
ing, leveling, drainage, plantations, 
hedges, buildings. While there can be 
practically no reproduction unless an- 
nual advances are made, their effective- 
ness in evoking crops with exchange val- 
ue is conditioned by the amount of past 


included in the 4 billion minimum and supposes the 
minimum is exceeded, one approximates the 5 bil- 
lion given in the Tableau. 


2° Other conditions, the analysis implies, remain 
consiant, e.g., the quantity and quality of the land 
under cultivation, the methods of cultivation. It 
also is assumed that the cultivator is free to produce 
those crops which offer the best return and that 
output can be sold at a satisfactory price. This and 
the following paragraphs are based largely upon 
Baudeau’s Explication du Tableau and in part upon 
Quesnay’s “Analyse ...” and ““Maximes,” in Gsores, 
PP. 305 ff., 329 ff. 


2* Baudeau (Explication du Tableau, p. 823) in- 
cludes at least part of the subsistence of domestic 
animals. Quesnay, however, does not include in the 
5 milliards of reproduction assumed in his abbre- 
viated Tableau such expenses as those of commerce 
and the subsistence of animals employed in cultiva- 
tion; were these included, the gross value of annual 
reproduction would total 6.37 milliards (wores, p. 
320; also Mirabeau, Philosophie rurale, chap. vii, t 
which Quesnay refers). 
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primitive advances, for these, if ade- 
quate, permit economy in the use of an- 
nual advances (especially of those for la- 
bor), augment and conserve annual out- 
put, and improve its quality. The pro- 
ductive effectiveness of both annual and 
primitive advances is governed, in turn, 
by the degree to which the land has been 
fitted for agriculture by past avances 
foncicres; if these have been deficient or 
not maintained, crop yields suffer ac- 
cordingly. 

The ratio of annual advances to primi- 
tive advances and (presumably) to 
avances fonciéres varies with type of 
crop and condition of soil, the mode of 
cultivation being given. Normally and on 
the average in a well-developed agricul- 
tural economy, such as is described in the 
Tableau, the ratio of primitive to annual 
advances is 5 to 1. It is supposed, fur- 
thermore, that the cultivator must re- 
cover each year, besides his annual ad- 
vances, a 10 per cent?’ gross return on his 
primitive advances; otherwise primitive 
advances will not be kept up, and annual 
reproduction will shrink in volume. The 
physiocrats did not indicate with equal 
precision the relative magnitude of the 
avances fonciéres or the return expected 
thereon. As a rule, however, they sup- 
posed that two-fifths of the annual re- 
production is normally distributed to the 
landed proprietor, of which return not 
much more than one-third may safely be 
appropriated for the support of state and 
church. ’*audeau fixed at one-third the 
proportion of the revenue (= net prod- 
uct) which must be devoted to the main- 
tenance, renewal, and amelioration of the 


* See Baudeau, Introduction, p. 759. 


* This return provides interest on capital ad- 
vanced by the cultivator, replacement of the dur- 
able instruments, and compensation for risks and 
losses; it returns each year a sum equal to one-half 
the annual advances (i.e., 0.1 X 5 + 1). 


avances fonciéres.** The continuance of 
reproduction at a level of 5, therefore, 
calls each year for annual advances of 2, 
and outlays of 1 and about 0.67, respec- 
tively, in the form of avances primitives 
and avances fonciéres. 

Given annual advances of 2 billion and 
primitive advances of 10 billion livres, 
Quesnay, in the abbreviated Tableau, 
supposes an annual reproduction of 5 
billion livres is normally achieved.** Of 
these 5 billion, 3 constitute reprises, or 
the return of expenses incurred by the 
cultivators (i.e., 2 billion in the form of 
annual advances, and 1 billion in the 
form of the 1o per cent return on the 
primitive advances which is required to 
keep the latter intact). These 3 billion 
must, therefore, be restored to the cul- 
tivators and reinvested in agriculture; 
for otherwise annual and primitive ad- 
vances will fall short of the amounts re- 
quired to maintain agricultural repro- 
duction at a level of 5 billion. The re- 
maining 2 billion constitute the net prod- 
uct, the monetary equivalent of which 
passes, in consequence of the competi- 
tion of farmers (i.e., agricultural under- 
takers) for the use of land, to the landed 
proprietors who share it with the sover- 
eign and others supported out of the net 
product and who must employ some- 


4 Introduction, pp. 759-60; see Sec. B below. 


#5 See n. 21, above, for expenses not included in 
the 5 billion gross output. The revenue (i.e., the 
monetary equivalent of the net product) of the pro- 
prietors, Quesnay also notes, will be equal in value 
to the annual advances, or to two-fifths of the annual 
reproduction, only on condition that liberty in com- 
merce (i.e., freedom of trade) sustains the sale value 
of agricultural products “a un bon prix” (e.g., 18 
livres per septier for b/é), and that cultivators pay 
no taxes or impositions, directly or indirectly (see 
‘Analyse ... ,”’ Ciuvres, pp. 311 ff.; see also below, 
nn. 58, 61, and 63 on bom prix and on taxes). Else- 
where (Ewores, p. 700) Quesnay stated that at one 
time in France annual advances of 100 reproduced 
300. 
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thing like one-third of it to maintain and 
improve the avances fonciéres.* It is be- 
cause the sale of agricultural products 
returns to cultivators a gross income 
which covers all expenses of production 
comparable to those incurred in the 
“sterile” occupations and provides, in 
addition, a.surplus or met product, im- 
putable‘to land (or to the bounty of na- 
ture) and available in part for the gen- 
eral needs of society, that the agricul- 
tural class is described as the productive 
class. 


The sterile class is characterized as un- 
productive because it does not produce a 
net surplus. The goods and services 
which it sells command, in competitive 
markets, prices that return, and only re- 
turn, the necessary expenses of produc- 
tion. Among these expenses the physio- 
crats included the remuneration of la- 
bor,?’ outlays for materials, and a re- 
turn, corresponding to “interest” and/or 


#6 Competition on part of farmers for the use of 
agricultural land, the physiocrats held, distributes 
the monetary equivalent of the net product to the 
landowning proprietors (e.g., see Le Trosne, De l’in- 
térét, p. 514). Turgot noted that only when competi- 
tion for the use of land is keen does the entire surplus 
pass to the proprietors (Réflexions, par. Ixiv, which 
Dupont apparently approves). Quesnay observed 
that when leases were renewed, competition forced 
farmers to pay for the use of land a rent equivalent 
to the net product and that rich and skilled farmers, 
since they could wrest a greater net product from 
the land, could and did pay higher rents than farm- 
ers who were short of capital. While he admitted that 
poor farmers might offer more for the use of land than 
they could afford to pay, he said that only a rental 
contract which was to the mutual advantage of both 
farmer and landowner was “solide et heureux” (see 
(CEuores, pp. 508 and n., and 515; also Baudeau, Jn- 
troduction, pp. 766-69). 


27 Wages and salaries tend to cover familial living 
expenses and the costs (if any) of education and 
training. The familia! living budget includes some- 
times only subsistence and sometimes allowances for 
additional elements. In essence, the physiocratic 
wage theory runs in terms of standard of life and 
labor supply rather than in terms of productivity 
(see my French Predecessors, pp. 202 ff.). 


“profits” on advances.” But there is in- 
cluded no return corresponding to the 
imputed contribution (i.e., “net prod- 
uct”) of agricultural land. Whence the 
sterile class, since it does not bring sucha 
“net product” into being, is unpro- 
ductive. 

Although the sterile class is “unpro- 
ductive,” it is useful and necessary; it 
creates goods and services with a money 
value sufficient to provide it with food, 
shelter, etc., with raw materials for work- 
ing up, and (presumably) with a return 
on its advances. In nonphysiocratic 
terms, the sterile class produces goods 
and services with a net value equal to 
two-fifths of the annual reproduction of 
the productive class. According to the 
abbreviated Tableau, the sterile class 
purchases from the productive class raw 
materials and subsistence valued at 2 bil- 
lion livres, of which it consumes one half 
as subsistence. The other half it fashions 
into goods and services with an exchange 
value of 3 billion livres, of which 2 bil- 
lion are delivered to the productive and 
the proprietary classes in exchange for 
the 2 billion of money wherewith it pur- 


28 The physiocratic treatment of interest, profits, 
rents, and quasi-rents is obscure. The clearest dis- 
cussion is to be found in Turgot, who differed from 
the physiocrats in a number of respects. Turgot 
stated that investment in every undertaking is con- 
ditioned on the receipt of a return over and above 
allowances for replacement of advances, risks, and 
compensation for care and labor involved and that 
gross returns on advances (i.e., capital) in different 
employments tend to remain in line, one with an- 
other, preserving “a kind of equilibrium” (see Ré 


flexions, Euvres, 1, 36-44, 56-59, 63; also 450-51). 


Dupont, who criticized other views of Turgot (€.g., 
on capital formation, see below, n. 107 and text), 
did not take exception to these statements. The sale 
price of land, moreover, Turgot notes (e.g., éid., 
p. 64), tends to equal the capitalized value of the 
return to land less taxes; this statement Dupont 
approved. Quesnay and Mirabeau believed that in- 
terest charges fall ultimately upon the land (see be- 
low, n. 103 and text). On interest see also Le Trosne, 
De Vintérét, p. 600; and Weulersse, op. cit., I, 310-15. 
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chases raw materials and subsistence; it 
consumes the remaining billion. The 
sterile class therefore nets 2 billion an- 
nually.”® 

The proprietary class, though very 
useful, is not “productive” in the physio- 
cratic sense of the term.* Rather it is 
disposable. The landed proprietors are 
not forced, by the need of subsistence, to 
perform particular work or tasks; nor are 
the services of the disposable class re- 
quired in agriculture and the sterile em- 
ployments, for they are supported out of 
the net product. Hence they can provide 
the general needs of society—adminis- 
tration, defense, education, religious min- 
istration, etc.—either by their personal 
efforts or by turning over to the state a 
part of their revenue (i.e., net product) 
for the employment of men to provide 
these general needs.** 

The physiocrats were exponents of 


eficiency in agriculture, in sterile em- 
ployments, and in governmental activ- 


* This interpretation is based upon Baudeau’s 
Explication du Tableau, which Quesnay approved; it 
is consistent with the expositions of Quesnay and 
others. 


» If production is defined in modern terms and 
if it is supposed that the proprietary class behaves 
as Baudeau would have it behave, it may be said 
that the proprietary class “produces” services with 
a value of not more than -2 billion. If we add this 
sum to the 2 billion created by the sterile class and 
the 5 billion reproduction supposed in the Tableau, 
we get a total product, somewhat short in nonphysio- 
cratic terms, of 9 billion. If we appraise the net con- 
tribution of the proprietary class at zero, the total 
annual product (=disbursed income) approximates 
7 billion. Léon Walras, who criticized the physio- 
crats’ treatment of price formation and immaterial 
production, fixed this annual product at 7 billion 
(see Eléments d’économie politique (Paris, 1926], pp 
386-89). 


# Only a part of the revenue, or net product, is, 
strictly , disposable. For the proprietors 
must devote a part of their revenue and a part of 
their efforts to the maintenance and amelioration of 
their agricultural property; otherwise it will de- 
teriorate, and with it the productiveness of annual 
and primitive advances (see Sec. B). 
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ities. They exhibited some familiarity 
with the circumstances governing out- 
put, especially in agriculture; but they 
devoted little attention to the laws of re- 
turns as such. They emphasized the im- 
portance of the use of capital, particu- 
larly in agriculture,” the need for skilled 
agricultural undertakers (i.e., fermiers) 
possessed of capital, and the superiority 
of grande culture to petite culture, with its 
small gross product and relatively small- 
er net product.** Were grande culture 
everywhere substituted for petite culture 
in those branches of agriculture devoted 
to grains and small crops, and were pro- 
ductive expenditures increased by 125 
per cent, Quesnay wrote in 1757,** total 
product would increase by 105 per cent, 


3? They observed that even in the nonagricul- 
tural branches of the economy the introduction of 
large-scale enterprise and of labor-saving machinery 
increased output per worker, decreased cost, and 
increased the supply of goods at the disposal of the 
community (e.g., see Baudeau, Iniroduction, pp. 
714-15, 717, 720-21; also Weulersse, op. cit., I, 
602-5). 


33 Quesnay’s discussion suggests that by petite 
culture he meant cultivation carried on by means of 
oxen and under the métayer system, and by grande 
culture that carried on with horses by well-to-do 
farmers. While Turgot is more explicit, he but ex- 
presses what Quesnay meant. Turgot described as 
areas of petite culture those where the peasant culti- 
vator was without capital of his own and made use 
only of such equipment, etc., as the proprietor could 
provide, giving in exchange a share of the crop as 
under the métayer system; and as areas of grande 
culture, those where well-to-do undertakers (fer- 
miers), well supplied with capital, cultivated the 
land of proprietors under a lease arrangement, pay- 
ing a money rent for the use of the land and retain- 
ing the profits. Under grande culture, in contrast with 
petite culture, therefore, much more capital was used, 
cultivation was directed by skilled undertakers (fer- 
miers), and producing units were larger as a rule (see 
Quesnay, Cuores, articles “Fermiers” and “Grains,” 
also “Maximes...,” pp. 334, 346-52; Turgot, 
Cuores, I, 20-22, 544 ff.; also Weulersse, of. cit., I, 
333-66). 

34See “Grains,” Cueres, p. 214; many of the 
principles of physiocracy are foreshadowed in this 
article, originally published in the famous French 
Encyclopédie. 
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and the surplus above productive ex- 
penditures by nearly 400 per cent. Evi- 
dently, French agriculture was far less 
productive than it might have been. The 
smallness of agricultural output Quesnay 
and his followers attributed to a shortage 
of agricultural capital and of well-to-do 
and skilled agricultural undertakers, a 
shortage which was traceable, in turn, 
to a number of remediable conditions 
(e.g., lack of foreign markets for agricul- 
tural products, restrictions upon agri- 
cultural entrepreneurs, fetters upon com- 
petition, favoritism toward nonagricul- 
tural branches of the economy, unde- 
veloped internal transportation system, 
defective fiscal system, heavy and un- 
economic taxes). Were these conditions 
remedied, their argument ran, capital 
and undertaking ability would flow into 
agriculture and gradually carry its out- 
put to the economic maximum of which 
the country was capable.* 

While the physiocrats recognized that, 
even under a system of grande culture, 
a country’s capacity to produce food- 
stuffs and agricultural raw materials is 
limited,* they did not, as a rule, indicate 
whether “average returns” would decline 
before this limit was reached. They ob- 
served that returns fall at the extensive 
margin, but they did not usually make 


38 The abbreviated Tableau is descriptive of a 
state in which this maximum has been achieved, 
Quesnay’s discussion suggests: “Dans |’état de pros- 
périté d’un royaume dont le territoire serait porté a 
son plus haut degré possible de culture, de liberté 
et de facilité de commerce, et od par conséquent le 
revenue des propriétaires ne pourrait plus s’accottre, 
ceux-ci pourraient en dépenser Ja moitié en achats a 
la classe stérile” (see CEuvres, p. 318; his italics). 


36 This limit is not fixed, said Baudeau, but is 
continually extensible through progress in the state 
of the arts (see Principes économiques de Louis XII 
et du cardinal d’ Amboise, pp. 43-44, cited by A. Du- 
bois, in his Introduction to Baudeau’s Principes de 
la science morale, p. xv). Dupont also was optimistic 
concerning the prospect of technological progress 
(see my French Predecessors, pp. 198-99). 


the same observation with respect to the 
intensive margin. For their objective was 
not the development of laws of returns 
but the formulation of the case for in- 
vestment in agriculture and for the re. 
placement of petite by grande culture. 
Quesnay’s abbreviated Tableau suggests 
that, so long as reproduction can be aug- 
mented, an increase of 1 unit in annual 
advances is accompanied by an increase 
of 2} units in total reproduction and 
I unit in net product.*’ In many of the 
discussions these, or similar, constant 
ratios are assumed. Baudeau, in his 
analysis of what constituted harmful lux- 
ury, postulated a stage of “increasing” 
returns—i.e., a stage in which an increase 
in annual advances is accompanied by a 
relatively greater increase in net product 
—and implied a subsequent stage in 
which returns thus defined decrease.* 
Turgot alone clearly formulated the 
problem, when he took exception to 
Saint-Péravy’s supposition, derived from 
Quesnay’s works, that the ratio of total 
production to annual advances is con- 
stant at 5 to 2. Not only is this ratio high- 
er, other things equal, on superior than 
on inferior land, Turgot reasoned; but 
even on a given piece of land it rises as 
advances are increased, reaches a peak, 
and thereafter declines until a point is 
reached at which further advances add 
nothing to total product. Net product is 
affected accordingly; at first it increases 
faster than annual advances, then less 
rapidly, until a point is reached at which 
further advances add nothing to net 
product, returning only the expenses of 
production.*® Turgot’s observations re- 
garding variation in the productive ef- 

37 However, see Maxim VI (CGuores, p. 332): 


where Quesnay notes that net product may increase 
more rapidly than advances. 


38 Principes, pp. 13 ff. 
39 Turgot, Gwores, I, 418-23. 
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fectiveness of advances were not, how- 
ever, incorporated into the physiocratic 
theory of production.* 

Annual production and its circulation 
in Year 1, as summarized in the Tadleau, 
may now be described as follows. Let m, 
and m, each equal 1 billion livres in 
money. Let M,, and M,,, each equal 1 bil- 
lion livres of raw produce set aside as the 
net product. Let M; equal 1 billion 
livres raw produce corresponding to the 
10 per cent return on primitive advances 
totaling 10 billions. Let M., and M,, 
each equal 1 billion livres of raw produce 
destined to serve as annual advances. 
Let F, equal 1 billion livres of wrought 
goods and services carried over by the 
sterile class from Year o. Let F,, F., and 
F, each equal 1 billion livres of wrought 
goods and services, produced in Year 1, 
of which F, and F, are destined for con- 
sumption in Year 1, while F, is destined 
to be carried over into Year 2. At the 
commencement of Year 1 the produc- 
tive class possesses m, and m,; and in 
the course of the year it harvests, as 
the result of 2 billion annual advances, 
a reproduction of 5 billion: M,, + 
M,.+M:;+M.:+M.,. It transfers 
m, and m, to the proprietary class in 
acquittal of the annual rent determined 
on the basis of the past net product. 
The proprietary class restores m, to 
the productive class, receiving in re- 
turn M,,, and exchanges m, for F,, the 
carry-over inventory of the sterile class. 
With m, the sterile class purchases M,, 
from the productive class. The produc- 


# Although Quesnay suggests, in his remarks on 
his abbreviated Tableau, that the volume of annual 
advances has been carried to as high a level as is 
advisable in the agricultural economy therein de- 
scribed, he does not specifically say that a further 
increment of advances would add nothing to net 
product. He indicates only that éotal net product 
equals otal annual advances. It must be inferred, 
however, that net product has been maximized. 
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tive class, in need of wrought goods and 


services, exchanges 1 billion livres 
(m, + m,)/2 for the sterile class’s F,; 
and the latter restores this money to the 
productive class, receiving in exchange 
M;. The results are summarized ‘in Ta- 
ble 1. The proprietary class obtains for 
consumption M,, and F,. The productive 
class retains M,, and M.,, for annual ad- 
vances, secures F, as a return on its prim- 
itive advances, and recovers m, and m, 
in anticipation of Year 2 rent. The sterile 
class comes into possession of 1 billion 
raw produce for subsistence, provides it- 
self with F,, and fabricates F, for sale in 
Year 2. 

The preceding account of the circula- 
tion of money and output, with repro- 
duction and expenditure patterns as- 
sumed as given, runs in terms of annual 
aggregates. The physiocrats, however, 
conceived of the interclass circulation of 
money, goods, and services as an unend- 
ing process, the continuity of which they 
sought to suggest by zigzag lines in their 
unabbreviated “‘economic’’ tables.“ Out- 


4" The unabbreviated tables are defective in that 
they do not include enough transactions to complete 
the annual circulation. It is essential, as has been 
shown, that the productive class sell 3 billions of 
produce, 1 to the proprietary class and 2 to the sterile 
class, receiving in exchange 2 billions in money and 
1 billion in the products of the sterile class. In the 
unabbreviated table, however, the sterile class ap- 
pears to spend with the productive class only 1 of 
the 2 billions in money it receives from the other 
two classes. Accordingly, the year seems to end with 
the sterile class in possession of 1 billion unwanted 
money and in need of an additional billion of raw 
produce, and the productive class in possession of 
1 billion unwanted raw produce and short 1 billion 
of the money required to pay the proprietors. 
Whence, to complete annual circulation, the pro- 
ductive class must deliver this billion of raw pro- 
duce to the sterile class in exchange for 1 billion of 
money. This transaction must be assumed to take 
place; it cannot readily be fitted into the fifty-fifty 
distributional scheme of the unabbreviated table. 
Voelcker (op. cit., pp. 82-86) considers possible solu- 
tions to the problem. For the purposes of this paper, 
the complete solution we have postulated, following 
Baudeau, is adequate. 
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put and money flowed continually 
through the circuits connecting each 
class with each other class. For example, 
the proprietary class and its dependents 
do not specifically exchange m, for M,,, 
or m, for F,; rather they continue 
throughout the year to purchase raw 
produce from the productive class and 
wrought -goods and services from the 
sterile class, their purchases per year 
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upon the continuity of this circulation 
and upon the pattern of national expend- 
iture or consumption (i.e., distribution of 
expenditures between the sterile and the 
productive classes) that, in physiocratic 
theory, economic health, prosperity, and 
progress depend. 

Quesnay’s analysis of the Tableau sug- 
gests that the fully developed agricul- 
tural economy described in his abbrevi- 


” TABLE 1 
SUMMARY OF CIRCULATION IN Tableau économique 








Productive Class 
(Prod. Cl.) 


Proprietary Class 
(Prop. Cl.) 


Sterile Class 
(St. Cl.) 





Money: 
m,— Prop. Cl. 
m,—Prop. Cl. and thence to St. Cl. 


Reproduction: 
Mya—Prop. Cl. (for m:) 
Maz—St. Cl. (for m,) 
M—St. Cl. (for mime 
Ma;{retained as subsistence (or annu- 
al advances) 


Carry-over into Year 2: 
My 
mM, 





Exchanges claim to reve- 
nue (= net product) for 
m, and m,, and then 
exchanges m, for Ma: 
and m, for F,. 


F.—Prop. Cl. (for m,) 
m—Prod. Cl. (for Mas) 


F.Prod. Cl. (for mim) 


mim —Prod. Cl. (for Mi) 
os” suadaaaee 7) tained for 


, or R) PF, 


consumption 
F;j and future sale 
Consum plion: 
Mit+Mns 
2 
FP, 


Carry-over into Year 2: 
3 








from each class aggregating 1 billion 
livres, and their total purchases, 2 bil- 
lion (equals revenue, or net product). The 
sterile class continues throughout the 
year to sell to, and to buy from, the pro- 
ductive class, its annual purchases, how- 
ever, exceeding its annual sales by the 
amount (1 billion livres) which it obtains 
in the course of the year from the proprie- 
tary class.” It is, as will be indicated, 

4* Although the physiocrats supposed, as a rule, 
that the amount of money required to circulate the 
annual reproduction approximated 50-100 per cent 
of the net product (see n. 94, below), they did not 
specifically build their estimates upon the size and 
frequency of the rental payments. For example, if 


ated Tableau remains in a state of self 
perpetuating equilibrium so long as the 
ratios given by him are adhered to, and 
that consequently the appropriate pro- 
portional distribution of the population 


the farmers pay their annua! rent in twelve monthly 
allotments, the economy requires a much smaller 
amount of money than if the farmers requite their 
annual rent with one payment at the close of the 
economic year. Cantillon, with whose doctrines 
Mirabeau and Quesnay were familiar, had dealt 
with this problem (op. cit., Part II, chaps. iii-iv); 
he indicated that the amount of money needed de- 
pended upon the magnitude of the landlords’ rents, 
the extent to which credit was employed, and the 
saving and other practices upon which velocity of 
circulation depended (ibid., pp. 147, 149). 
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among the three socioeconomic classes 
persists. This suggestion implies either 
that the economy is essentially static or 
that the circumstances regulating its 
growth operate with equal force in all its 
branches. Quesnay’s various discussions, 
however, imply that he did not rule out 
dynamic forces making for progress and 
that the physiocrats did not suppose that 
the values of the determinants of equilib- 
rium, or the manner in which the popula- 
tion is distributed, must necessarily con- 
tinue unchanged. For example, given 
improvement in agricultural techniques, 
the fraction of the population required 
by agriculture might fall below one-half. 
The physiocrats, however, did not care- 
fully appraise and weigh the forces mak- 
ing for change in methods of production 
or in the standard of life and habits of 
consumption and incorporate such find- 
ings into the fundamental body of their 
theory. Their theory, therefore, re- 
mained essentially static, in part, per- 
haps, because they considered a static 
formula better suited to demonstrate 
their principles. 

The physiocrats always expressed 
their theory of circular flow in interclass, 
rather than in interindividual, terms. 
Notwithstanding, their theory of circu- 
lar flow forced upon them several conclu- 
sions of importance. They looked upon 
money as an instrument whose essential 
function it is to facilitate the circulation 
of goods and services, to serve as a medi- 
um of exchange. In consequence, they 
recognized that commerce consists, not 
in buying and selling, but in the ex- 
change of goods and services for goods 
and services. They thus laid the ground- 
work for the formulation of Say’s law of 
markets and evoked its actual statement 
by their treatment of consumption and 
expenditure. They recognized, too, that 
if money ceases to perform its function, 
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the nexus between potential purchasers 
and potential sellers is broken, thus an- 
ticipating Keynes; but they did not de- 
velop this theory, for they supposed that 
in a healthy economy founded upon their 
principles money would always perform 
its proper function. 


B. THE PHYSIOCRATIC PATTERN OF EX- 
PENDITURE, OR CONSUMPTION 


The physiocratic theory of net product 
imposed definite restrictions upon the 
physiocratic theory of expenditure, or 
consumption. The physiocrats could em- 
phasize, as they did, the dependence of 
economic prosperity and progress upon 
the continuity of expenditure, or con- 
sumption—upon the continuity of circu- 
lar flow. But they could not, as can ex- 
ponents of an unqualified theory of pro- 
ductivity, find continuity of expenditure 
to be sufficient in itself. Consumption 
and expenditure must be according to 
pattern—according to the pattern im- 
posed by the principle that only agricul- 
ture, fishing, and mining are capable of 
yielding a “‘net product.” If this pattern 
is not conformed to, economic degrada- 
tion sets in; whereas if it is conformed to, 
economic expansion ensues, other cir- 
cumstances permitting. The physiocratic 
pattern of expenditure was later con- 
demned by Say and others as a make- 
work pattern. This it was not; for, given 
the physiocratic theory of net produc- 
tivity, the physiocratic pattern of ex- 
penditure was essential to expansion just 
as, given the modern theory of produc- 
tion, a pattern of expenditure must iin- 
clude an allowance for capital formation 
to permit expansion. 

Prosperity and progress required, the 
physiocrats believed, that a sufficient 
fraction of the national income be spent 
upon raw produce. In an economy whose 
agriculture is fully developed and whose 
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revenue (equals net product) has been 
maximized,** the proprietary class must 
spend half its revenue with the productive 
class and half with the sterile class; the 
sterile class must spend with the produc- 
tive class the money, equal in the aggre- 
gate to the annual revenue, which it re- 
ceives from the latter and from the pro- 
prietary class; and the productive class 
must consume in the form of agricultural 
products two-thirds of its reprises,*4 lim- 
iting to one-third the fraction utilized in 
the form of goods and services supplied 
by the sterile class.‘ If the several classes 
spend lesser amounts with the produc- 
tive class, annual reproduction and net 
product must decline; if they spend 
more, annual reproduction will not ex- 
pand enough to increase net product and 
revenue, inasmuch as cultivation has 
already been intensified and extended as 
much as circumstances permit. 

It is not clear whether or not the phys- 
iocrats anticipated an end to progress 
and the advent of a stationary state. 
Baudeau and Dupont and some of the 
others seem to have supposed that tech- 
nological progress would postpone, if not 
prevent, the arrival of such a state. 
Quesnay, on the contrary, as his dis- 
cussion of China suggests, may have ex- 
pected eventual stationariness.“” The 
postulating of a stationary economy in 


43 As we have already indicated, Quesnay and his 
school did not make use of the marginal concept. 
Whence the reader must infer from his wording that 
the net product is maximized and that, therefore, 
annual advances have been increased to the point 
where an additional increment yields only enough 
to cover expenses of production (i.e., annual ad- 
vances and the indispensable return on primitive 
advances) (e.g., see Quesnay, Cwvres, p. 318). 


4 Given an annual reproduction of 5, it will be 
recalled, net product or revenue aggregates 2, and 
the reprises (or return of the productive class) 3. 

4 E.g., see Quesnay, Cores, pp. 314 ff.; Mira- 
beau, Philosophie rurale, Vol. I, chap. iii. 

46 “Despotisme de la Chine,” Gwores, p. 660. 
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the economic tables supports this in- 
ference. 

Given an economy that is fully devel- 
oped and in equilibrium, as implicitly de- 
fined by the physiocrats, an increase in 
the rate of consumption of goods and 
services supplied by the sterile class must 
precipitate a decline in the rate of con- 
sumption of agricultural products and 
therefore in the rate of annual advances 
and annual reproduction. Given an un- 
derdeveloped economy, an even greater 
relative decline may result. Suppose, for 
example, that in Year 1 the proprietary 
class in a fully developed economy de- 
creases by 100 livres its annual purchases 
from the productive class and increases 
by this 100 its annual spendings with the 
sterile class. The effect of this shift in 
consumption, physiocratic reasoning sug- 
gests, would be as follows: The produc- 
tive class suffers a 67 (i.e., 100 — 33) 
livre decrease in income, for the sterile 
class returns to the productive class in 
exchange for necessary raw materials 
only one-third of the additional 100 
livres spent with the sterile class by the 
proprietary class. As a result, the capaci- 
ty of the productive class to make annual 
advances declines by 67 livres. Whence 
the productive class reduces by 67 the 
annual advances it makes in Year 2,” 
and annual reproduction in Year 2 falls 
by 167 (i.e., 2 X 67), and net product 
by 67.“ Furthermore, if in Year 2, the 


47 For the sake of simplicity it is assumed that 
primitive advances continue intact, and that the 
proprietary class does not neglect avances fonciéres. 


48 In accordance with physiocratic practice, it is 
assumed that returns are constant, i.e., that an in- 
crease or decrease of 1 unit in annual advances al- 
ways results in an increase or decrease of 2} in annual 
reproduction, and of 1 in net product. This assump- 
tion is tenable only on condition that, so long as net 
product falls short of the attainable maximum, an- 
nual advances, annual reproduction, and net prod- 
uct increase at the same rate. The physiocrats did 
not, as a rule, when applying the theory of the Te 

















proprietors again spend an extra 100 
livres with the sterile class, agricultural 
income will fall another 67. Accordingly, 
if, under these circumstances, the pro- 
prietors exact an undiminished rent in 
Year 2, the income of the agricultural 
class will be 234 livres less than in the last 
normal Year o. The productive class 
therefore will reduce its annual advances 
in Year 3 by 234 below normal, and an- 
nual reproduction will decline by 585 
(i.e., 2 X 234), and net product by 234. 
Persistence, on the part of the proprie- 
tary class, in this heightened rate of ex- 
penditure with the sterile class thus pro- 
duces a cumulative diminution in annual 
reproduction. Primitive advances come 
to be neglected; and the cultivators’ 
capacity to pay rent (revenue) dimin- 
ishes with the decline in net product. 
Grande culture gradually gives place to 
petite culture, and population begins to 
decline in number and well-being. If the 
sterile class and/or the productive class 
attempts in like manner to increase their 
consumption of the products of the sterile 
class, the tendencies unloosed by the ini- 
tial change in the consumption pattern 
of the proprietary class are accentuated. 

A shift of purchasing-power, such as 
has been postulated, from the productive 
to the sterile class must, according to 
physiocratic theory, soon injure the pro- 
prietary and the sterile classes; for the 
well-being of both is founded upon that 
of the productive class. Net product de- 
clines as annual reproduction falls; 
whence the rent (revenue) which the 
proprietary class can exact must dimin- 
ish. The demand for the goods and serv- 
ices of the sterile class is governed by the 





bleau, recognize or express this condition; yet in 
their discussion of agricultural productivity in gen- 
eral they did not always assume constant returns. 
However, see n. 39 and text, above. 
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revenue passing to the proprietary class 
and the returns (reprises) flowing to the 
productive class; as annual reproduction 
falls, therefore, this demand must di- 
minish and with it the prosperity of the 
sterile class.‘ 

Even as the physiocrats condemned 
the diversion of purchasing-power to the 
sterile class, so did they defend its diver- 
sion to the productive class, circum- 
stances permitting. Suppose, for exam- 
ple, that the proprietary class increases 
by 100 livres its consumption of agricul- 
tural products and diminishes by 100 its 
expenditure with the sterile class. The 
income of the productive class increases 
by 67. The following year the produc- 
tive class augments its annual advances 
by 67. Whence annual reproduction in- 
creases by 167; net product, by 67; and 
the return (reprises) to the productive 
class, by 100. Again, suppose foreign pur- 
chases of French agricultural products 
increase by 100 livres. Annual advances 
will be increased by 100 in the ensuing 
year and augment reproduction by 250, 
net product by 100, and returns (re- 
prises) to cultivators by 150. In fact, so 
long as a nation’s agriculture is under- 
developed and suffering from a shortage 
of capital and annual reproduction falls 
short of the amount consistent with the 
maximization of net product, an increase 
in the rate of expenditure upon agricul- 
tural products, even if at the immediate 
expense of the sterile class, will augment 
annual reproduction and net product. In 
the course of time, therefore, the demand 


4° Much of the physiocratic literature deals with 
consequences of a decline in the demand for, and 
hence in the volume and exchange value of, agricul- 
tural production. The above discussion, while not 
founded upon any specific physiocratic example, is 
consistent with physiocratic theory (for specific ex- 
amples see Mirabeau, L’Ami des hommes, Part VII, 
and Philosophie rurale; see below, n. 60, on falling 
prices). 
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for goods and services supplied by the 
sterile class will increase, and population 
will grow and provide a still greater mar- 
ket for the outputs of both “producing” 
classes.*° 

The physiocratic conception of the 
pattern of consumption .was expressed 
most firmly in their theory of luxury, to 
which Baudeau gave the greatest preci- 
sion. Even in 1758, Quesnay had ob- 
served that a diversion of expenditure 
from the productive to the sterile class 
operated to reduce annual reproduction 
and net product.* Subsequently, he 
warned that it is luxe de décoration (i.e., 
excessive expenditure with the sterile 
class), and not great or ostentatious con- 
sumption of subsistence (luxe de sub- 
sistance) ,* that is to be feared; but he did 
not indicate with precision when ex- 
penditure upon sterile products becomes 
excessive and harmful, merely observing 
that if agriculture was short of capital 
or if the internal transportation system 
was defective, less than half of the reve- 
nue of the proprietor class should be 
spent upon superfluities supplied by the 
sterile class.s* Mirabeau declared that 


s°It is taken for granted above that the addi- 
tional agricultural output can be sold at satisfactory 
prices and that, if necessary and advisable, an ex- 
panded foreign demand for agricultural products can 
be met in part through the transfer to agriculture of 
some of the workers in sterile employments, sterile 
products being supplied in greater measure from 
abroad. If agricultural prices are too low initially, 
they will move upward in consequence of the in- 
creased demand (see below, n. 60 and text). 

5* Tableau économique (1758). 

5* uores, p. 317. He not only approved but ad- 
vocated the consumption, especially on the part of 
the proprietors, of agricultural products that were 
of good quality or fancy; for the sale of these brought 
better returns to cultivators than did the sale of 
cheap foodstuffs and helped to sustain the prices of 
the latter (idid., pp. 317 ff.; also Mirabeau, Philoso- 
phie rurale, II, chap. viii, 45 ff.). 

% Cuvres, pp. 316-20, 335. In a fully developed 
economy, as has been noted, Quesnay and Mirabeau 


when a nation’s agriculture is degraded, 
the proprietary class must spend more 
than half its revenue with the produc- 
tive class and so build up agricultural 
productivity.54 Baudeau defined luxe as 
“harmful expenditure” and _ included 
thereunder any increase in unproductive 
expenditure which was prejudicial to 
productive expenditure and to produc- 
tion itself. For example, if a landowning 
cultivator, who has been obtaining an 
output of 6,000 with advances of 3,000, 
is able, in consequence of improved 
methods, to obtain the same output with 
advances of 2,500, he may spend the 500 
saved with the sterile class and yet not 
be guilty of harmful expenditure. But if 
this same cultivator, his property having 
deteriorated, finds it necessary for a time 
to advance 4,000 a year in order to ob- 
tain an output of 6,000, he is guilty of 
harmful expenditure if he advances less 
than 4,000 and thereby holds output be- 
low 6,000 and net product below what it 
should be.** Baudeau thus makes both 
cultivator and proprietor morally re- 
sponsible, each within his own sphere, 
for the maintenance of annual reproduc- 
tion and net product.* Whether Baudeau 
meant also to say that cultivator and 
proprietor are responsible for the con- 
tinued augmentation of advances until 


allow the proprietary class to spend haif its revenue 
with the sterile class. 

54 Philosophie rurale, I, 210. In both this work 
and in L’Ami des hommes (Part VII) Mirabeau de- 
voted much space to demonstrating how excessive 
expenditure with the sterile class reduces annual 
reproduction and visits ruin upon nations. 

8s Baudeau, Principes, pp. 14-15, 19, 25, 27, 32- 
In a later work he declared that while a proprietor 
should keep up and improve his landed property, 90 
doing, while meritorious, was not obligatory (cited 
by Dubois in his Introduction to Principes, p. xvi). 
Baudeau, of course, condemned, as did all physio- 
crats, sumptuary legislation of every sort. 

56 To this opinion other physiocrats subscribed in 
spirit at least. 
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net product has been raised to the at- 
tainable maximum is not clear; but it is 
plain that both he and other physiocrats 
considered such conduct and expendi- 
ture most meritorious.’ 

The physiocratic view of the pattern 
of consumption permeated also their dis- 
cussions of price fluctuations and of taxa- 
tion. Given an economy whose agricul- 
ture is underdeveloped or whose farmers 
are receiving less than a bon prix (i.e., a 
competitive equilibrium price) for their 
products,** an increase in the level of 
prices received by farmers for agricul- 
tural produce will result in increased in- 
vestment in agriculture and in an aug- 
mentation of annual reproduction and 
net product. Quesnay, for example, con- 
siders an economy such as the French, 
whose agriculture is both burdened with 
indirect taxes and suffering from a short- 
age of capital. Suppose, he says, that the 
establishment of completely free trade 


in agricultural products raises by one- 
fifth the price of all French agricultural 
products other than those consumed in 
kind by cultivators and their families 
and that money wages and the sale value 


See Baudeau, Principes, pp. 13-14, 31-323 
Dupont, Abrégé, pp. 379 ff.; Quesnay, » Pp. 
347-50. 

* Free competition conciliates all interests, in- 
sures justice, reduces the role of government to a 
minimum, establishes Je bon prix, and thus maxi- 
mizes satisfaction (Le Trosne, De l’intérét, pp. 557- 
59, 603-5, 624-27). Mercier wrote: “Le bon prix est 
tout opposé de la cherté: il est précisément le prix 
qui naturellement et nécessairement se trouve at- 
tribué par la concurrence 4 chaque marchandise, et 
en raison de ceux des autres marchandises. Ainsi, 
quel qu’il soit, il est toujours proportionné, et jamais 

; il est enfin ce qu’il doit étre pour I’in- 
térét commun des vendeurs et des acheteurs” (see 
0p.cit., p. 570). The bon prix, it should be noted, was 
also a stable price, making for general economic sta- 
bility (see also Quesnay, ures, pp. 246-48, 335-36 
[Maxims XVIII, XIX, XXV], 670-74; Weulersse, 
op. cit., I, 479 ff.). Quesnay pointed out that even 
commercial reprisals against foreign nations affect- 
td adversely the nation enacting such measures 
(Guores, p. 489). 
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of embodied raw materials are increased 
enough to compensate for this price in- 
crease. Even so, net product will in- 
crease. For the terms of foreign trade 
will become more favorable to France; 
only five-sixths as much raw produce 
will be required for the payment of indi- 
rect taxes; and the spread between what 
the farmers receive and what the final 
consumers pay will be reduced, the sav- 
ing in costs of distribution passing ini- 
tially to the farmers.*” Moreover, while 
competition will eventually transfer this 
increase in net product to the proprie- 
tors, both the sterile and the productive 
classes benefit from the advance in price, 
and the population capacity of the na- 
tion increases. The real income of the 
sterile class increases in consequence of 
the increase in annual reproduction and 
the resultant increase in purchases from 
this class. Until existing leases expire and 
competition adjusts land rents upward 
in consistence with the increase in net 
product, farmers retain the increase in 
net product and invest it in primitive 
advances and improvements, which aug- 
ment the productivity of their farms and 
provide them with greater returns, even 
after rents have been adjusted upward. 
A decrease in the price of agricultural 
produce, Quesnay observed, would set in 
motion an opposite chain of effects. 

5° On the relation of the level and the stability of 
prices to the spread between what the consumer 
pays and what the farmer receives, see Quesnay, 
(CEwores, p. 197n.; Dupont, De l’exportation et de 
V’importation des grains, ed. E. Depitre (Paris, 1911), 
chaps. iv-v; Weulersse, op. cit., I, 519-20. 

6° See “Premier probléme économique” (1766), 
(Eueres, pp. 496-515. He employs a tableau to illus- 
trate the effects. He indicates, moreover, that while 
the supposed price increase produces the effects out- 
lined, it does not follow that a further price increase 
would produce similar beneficial effects, because the 
consequences of a price increase depend upon the 
condition, or state of development, of an economy 
at the time the price increase occurs (ébid., p. 510). 
He attached much importance, however, to fluctua- 
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In their discussions of taxation the 
physiocrats insisted, first, that all taxes 
except those directly and immediately 
incident upon landed proprietors be re- 
moved and, second, that the aggregate 
amount of revenue collected from the 
proprietors for the support of state and 
church functions do not exceed a de- 
termined fraction of the income of the 
landed proprietors. Ultimately, irre- 
spective of what kinds of taxes and bur- 
dens a state imposes, the income finally 
received by the state, together with the 
costs of collecting this income, comes out 
of the net product, or revenue, which 
passes, or otherwise would pass, to the 
landed proprietors. The state, therefore, 
should collect its income directly from 
the proprietors; for by so doing it mini- 
mizes the cost of collecting taxes, as well 
as the uncertainties, opportunities for 
graft, and other psychic and financial 
burdens incident to tax collection ;* and 


tions in the price of agricultural products and pre- 
ferred increases to decreases. “L’augmentation ou 
la diminution des prix des productions sont donc des 
causes principales de la prospérité ou de dépérisse- 
ment des empires. ... Mais toujours trouvera-t-on, 
selon les différents cas, hors celui de disette, un 
avantage plus ou moins grand dans les augmenta- 
tions des prix, et un dommage plus ou moins grand 
dans les diminutions” (see ibid., p. 508 n.). See also 
Saint-Péravy (Principes du commerce opposé au 
trafic, Part I [1786], pp. 80-83), who shows how an 
increase in the supply of metallic money initially 
leads to higher prices, forced saving, and increased 
investment (cited by J. Viner, op. cét., p. 187 n.). 


6 Tt will be recalled that, according to the physio- 
crats, neither the sterile class nor the productive 
class receives and retains any income that is appro- 
priable or disposable; that the returns (reprises) of 
the productive class and the income of the sterile 
class consist only of necessary expenses, on the resto- 
ration of which the continuation at former levels of 
both reproduction and sterile activities is contin- 
gent. Any tax or burden, therefore, which is im- 
posed on these expenses (e.g., a tax upon cultivators 
or merchants or workers or provisions) will continue 
to be shifted until it falls upon that part of the na- 
tional income (i.e., annual reproduction)—namely, 
the disposable portion of the net product—whence 
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it prevents the multiplication, in cities 
far removed from farming areas,® of rich 
and parasitic financiers and tax farmers, 
When, on the contrary, a state relies 
upon indirect taxes, it imposes these 
avoidable burdens and expenses upon 
agriculture, the ultimate source of all 
tax revenue; it establishes conditions un- 
favorable to the consumption of raw 
produce; and it tends to overestimate the 
amount of tax revenue that can be col- 
lected without depressing annual repro- 
duction.°* 

With respect to the second point— 
that a state cannot continually collect in 
taxes more than a determinable amount 
—the physiocrats declared that only 
about one-third of the net product may 
be appropriated by the state for the sup- 
port of functions properly performable 
by state or church. It is this one-third 


it cannot be shifted, inasmuch as retention of this 
part is not essential to the continuation of produc- 
tive and sterile employments (see Quesnay, “Im- 
pots,” op. cit.; Euvres, pp. 332, 337-41, 696 ff.; Le 
Trosne, De l’ordre social, Discours IV; Mercier, op. 
cit., pp. 465-523). 

62 The more distantly removed the nonproductive 
consumers of agricultural commodities are from 
farming areas, the greater is the cost of transporting 
farm products to markets and the smaller is the per- 
centage that farmers receive of the prices final con- 
sumers pay for these products (e.g., see Quesnay, 
(weres, p. 323, also pp. 298, 302; Mercier, op. cit., 
p. 548; Dupont, Abrégé, p. 380). The wealthy in- 
habitants of cities, moreover, tended to spend their 
incomes largely upon /uxe de décoration rather than 
for agricultural produce (see e.g., Quesnay, Zuores, 
pp. 302 ff.; Mirabeau, Philosophie rurale, I, 284 f.). 


63 E.g., see Quesnay, on indirect taxes (Guores, 
pp. 696-716; also pp. 332 ff., 337 ff.); Mirabeau, 
Philosophie rurale, chap. ix, and L’Ami des hommes, 
Part VII, pp. 42 ff., 155 ff.; Mercier, op. cit., pp. 
463-524; Le Trosne, De l’intérét, chap. viii; see also 
Turgot, Zuores, I, 392 ff. 


64 As we have already indicated, the proprietary 
class as a whole must spend, in a fully developed 
economy, one-half its income with the productive 
class; and in an economy with an underdeveloped 
agriculture, more than half. This limitation pertains 
to the disposition of the income of the proprietary 
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which, in physiocratic terms, is com- 
pletely disposable—i.e., if it is divided 
properly between the productive and 
sterile classes, it is unnecessary to the 
maintenance or even augmentation of 
net product and, therefore, appropriable 
and utilizable for state and church func- 
tions. Out of this third there must be 
provided remuneration of public serv- 
ants, for their troubles and cares, funds 
for the support and perfection of social 


class, of which state and church income is a part. 
We are concerned above with the amount of income 
appropriable for state and church. 


‘sBaudeau put the disposable portion at one- 
third (see n. 67, below). Quesnay fixed the tithe at 
one-seventh, the sovereign’s share at two-sevenths, 
and the sovereign’s whole portion (including about 
27 per cent of the tithe) at about 32} per cent, of the 
net product (see “Analyse ... ,” (Zuores, pp. 311 ff. 
and n.). Dupont (Origine, pp. 355 ff.; Abrégé, pp. 
3771.) and Mercier (op. cit., pp. 469 ff., 473 ff., 
477 .) did not specifically fix the disposable por- 
tion, but they did discuss some of the circumstances 
which govern how much the state may take. Du- 
pont, for example, said that the state must not take 
so much of the net product that “le sort des pro- 
priétaires fonciers cesse d’étre le meilleur sort dont 
on puisse jouir dans la société” (Origine, pp. 356, 
364). The proprietors had originally agreed, the 
physiocrats held, to support the sovereign, particu- 
larly for security reasons. He thus became and was 
4 co-proprietor. What was transferred to the sov- 
ereign, consistently with the principles of the natu- 
ral order, was not really a tax, therefore, but only 
his share. Moreover, this share had not really been 
the possession of the existing landowning class; it 
had not been bequeathed or sold (e.g., see Mercier, 
op. cit., Pp. 450-53, 477 ff.; Dupont, Origine, pp. 
_—* Abrégé, pp. 377-78; Quesnay, CEuores, p. 
335). 
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institutions, and other advances essen- 
tial to the public good.® Were the state 
to appropriate more than one-third of 
the net product, investment in agricul- 
ture would be neglected, and annual re- 
production and net product would de- 
cline. For the proprietor required a third 
of his net product merely to repair and 
improve his property, and a second third 
to compensate him for his avances fon- 
ciéres, for his pain and care, and for his 
risks; presumably, if these two-thirds 
were not forthcoming, the proprietor 
would allow his property to deteriorate. 


Duke UNIVERSITY 
[To be concluded in the December issue} 


6¢ The sovereign, of course, was not free to dispose 
as he would of tax revenue. It was obligatory upon 
him to provide not only education and defense but 
also, for example, to support and ameliorate the pub- 
lic patrimony (highways, waterways, quays, har- 
bors, public buildings, etc.) (see Baudeau, J ntroduc- 
tion, chaps. iii and vi; Dupont, Abrégé, pp. 377-78). 


67 “La loi de la justice et celle de la sagesse se 
réunissent donc pour attribuer au moins les deux 
grands tiers du produit net, ou revenue clair et li- 
quide, 4 chaque propriétaire foncier; un premier 
tiers non disponible, mais confié comme un dépét 
sacré, dont la destination nécessaire est |’entretien, 
la réparation, la rénovation periodique et l’améliora- 
tion continuellement indispensable des avances fon- 
ciéres ci-devant faites; un second, comme juste ré- 
compense des dépenses, des travaux et des soins du 
propriétaire (Baudeau, Introduction, pp. 759-60). 

“‘Reste un peu moins du tiers de ce produit quitte 
et net que peuvent revendiquer en corps les manda- 
taires quelconques de la souveraineté, et cette ré- 
clamation est fondée de leur part sur les deux mémes 
titres que celle des cultivateurs et des propriétaires 
fonciers” (ibid., p. 760). 





THE BEVERIDGE PROGRAM: AN UNSYMPATHETIC 
INTERPRETATION 


HENRY C. SIMONS 


EVERIDGE’S Full Employment in a 
Free Society’ is a powerful tract. 
Written by a nominal Liberal, 

radical-reactionary in its substantive 
proposals, libertarian in its rhetoric, this 
second Beveridge Report may forecast or 
largely determine the course of British 
postwar policy. It is a highly convenient 
marriage of the first Report? and The 
Economics of Full Employment.’ Seeking 
a national economic-financial program 
which would accommodate his expensive 
Plan, Sir William found it whole at the 
Oxford Institute, in a hyper-Keynesian 
scheme of tightly regimented economy 
and extreme economic nationalism. The 
six studies (by Burchardt, Kalecki, 
Schumacher, Worswick, Balogh, and 
Mandelbaum) evidently were prepared 
specifically for Beveridge—as was the 
beautiful Kaldor memorandum, which, 
incorporated as an Appendix, affords the 
quantitative framework of his tract. The 
larger book, in what is new for Beveridge, 
seems to be written out of Kaldor and 
the six studies, especially those of Kalecki 
and Balogh. 

Sir William again calls Englishmen to 
a crusade against Want, Disease, Squalor, 
and Ignorance. He promises an early end 
of these evils, with no sacrifice of es- 


* By William H. Beveridge. New York: W. W. 
Norton & Co., Inc., 1945. Pp. 429. $3.75. 

2 Social Insurance and Allied Services: Repori by 
Sir William Beveridge. London: His Majesty’s Sta- 
tionery Office; New York, 1942. 

3 Six Studies Prepared at the Oxford Institute of 
Statistics. Oxford: Basil Blackwell, 1944. Pp. vii+ 
213. 125. 6d. 


sential liberties and with little or no in- 
crease of pre-war taxes. He also promises 
England prosperity and power, without 
dependence on her benighted ally across 
the sea. 

The immediate program is sum- 
marized as follows (pp. 272-73): 


Abolition of Want by Social Security and 
Children’s Allowances increasing and stabiliz- 
ing consumption. 

ollective Outlay to secure good houses, 

food, fuel and other necessaries at stable 

prices for all, and a National Health Service 
without a charge on treatment. 

Encouragement and Regulation of Private 
Investment by a National Investment Board to 
rejuvenate and expand the mechanical equip- 
ment of the country while stabilizing the process 
of doing so. 

Extension of the Public Sector of Industry so 
as to increase the scope of direct stabilization of 
investment and to bring monopolies under pub- 
lic control. 

A National Budget based on the datum of 
man-power and designed to ensure year by year 
total outlay sufficient to set up demand for the 
whole productive resources of the country. 

Control of the Location of Industry with full 
powers, including transport, on a national plan. 

Organized Mobility of Labour to prevent 
aimless movement, the hawking of labour and 
mis-direction of juveniles, while facilitating 
movement when it is desirable. 

Controlled Marketing of Primary Products, 
so as to stabilize overseas demand to the ut- 
most. 

International Trading Arrangements based 
on acceptance of the three fundamental condi- 
tions of multilateral trade: full employment, 
balancing of international accounts, and sta- 
bility of economic policy. 


It is indeed a bold scheme. Domestically, 
England will finance a welfare program 
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which seemed beyond her pre-war means. 
Internationally, she will go her own way 
regardless, if not defiant, of the United 
States. 

What is wrong with the prescription? 
Well—very little, if one likes the pre- 
war German scheme as a national way of 
life, and if England is tough and powerful 
enough to get away with it. Evidently 
the German authorities erred only in 
aiming at war instead of at welfare. Soa 
sporting old Englishman urges England 
to take over the German game, not dif- 
fidently as in the thirties but zealously, 
and to show the world how it should be 
played. England’s commercial power is 
to be mobilized and concentrated, to 
improve her terms of trade, to recruit 
satellites for a tight sterling bloc, and to 
insulate herself and them from unstable, 
unplanned economies, i.e., from the 
United States. 

Beveridge affects indifference to issues 
of collectivism versus individualism. The 
program is declared to be equally com- 
patible with socialism and with private 
enterprise—which seems disingenuous. 
Any intelligent planning or broad policy 
prescription must aim at a kind of sys- 
tem as well as at particularist ends. One 
must plan for free-market controls just 
as carefully as (indeed, more so than) for 
socialization. One may (must) sensibly 
plan for socialization, national, provin- 
cial, or local, in particular economic 
areas—liquidity creation, insurance and 
annuities, public utilities, health, edu- 
cation, etc.—and for free markets and 
free enterprise in others. Sir William’s 
planning, in all substantive aspects, is 
collectivist; his neutrality is exhibited 
only in his rhetoric, and in willingness to 
tolerate private enterprise if and while it 


, cai survive anomalously or vestigially, 


in spite of policy. 
He would delegate vast discretionary 


powers to central authorities. He would 
create control machinery which, in eco- 
nomic matters, would adequately serve 
the most authoritarian regime. On the 
other hand, nothing is to be done to en- 
force competition,‘ to facilitate new en- 
terprise, or to diminish the artificial 
(i.e., merely private) economies of mo- 
nopolistic size. The cartel system is to be 
preserved and strengthened. Freedom in 
the management of private income is 
nominally preserved, but only within a 
framework of, first, heavy penalties (ex- 
cises) and large premiums (subsidies) on 
the major items of consumption and, 
second, price ceilings and rationing. 
There would also be nominal freedom of 
enterprise and investment within this 
uncongenial framework, but subject also 
to discretionary rationing of essential 
materials, to arbitrary pricing of block 
imports, to subsidized, directed export, 
and to licensing by a National Invest- 
ment Board with broad powers to re- 
strict investment in particular industries 
or localities. Price ceilings and (subsi- 
dized) governmental enterprise are rec- 
ommended, not only to curtail profits in 
otherwise profitable industries but also 
to force “deeper investment” or cost re- 
duction in unprosperous, decadent (ex- 
port?) industries. Cartels, to be sure, 
must be reasonable and co-operative; 
otherwise their industries must be so- 
cialized. Trade-unions must not strike 
for unduly rapid increase in wage rates; 
otherwise wages must be fixed by the 
state.’ It is that simple. 


« “Asa general principle it may be laid down that 
business competition must be free, not forced. If in 
any industry a strong tendency develops towards 
collaboration between independent units or towards 
their amalgamation, the part of the State should be, 
not to try vainly to stop that tendency but to bring 
it under control” (p. 204). 

5 “Tf trade unions under full employment press 
wage claims unreasonably, maintenance of a stable 
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Sir William seems tolerant of private 
enterprise if it is not (save in minor in- 
dustries) competitive, i.e., of syndicates 
which serve as instruments of the central 
authorities. The “chaotic” dispersion of 
power implicit in free enterprise evident- 
ly must be “corrected,” if only to avoid 
“the tendency to competitive over-in- 
vestment, that will persist so long as any 
important industry is not under unified 
control.” The English enterpriser, if not 
already moribund, is evidently to be ac- 
corded a quicker euthanasia than the 
rentier—which is a sad denouement for 
the worthy liberal program of making a 
risk-taker and equity-investor out of the 
rentier. : 


MONETARY-FISCAL POLICY 


Beveridge implicitly identifies mone- 
tary stabilization with Planning—thus 
concealing and confusing the important, 
controversial issue about Planning. The 
“unplanned economy” of his aspersions 
is a free-market economy without any 
sensible monetary system, i.e., an econ- 
omy exposed to indefinite, cumulative 
deflation and institutionally unprotected 
against it. He thus appropriates, as a 
virtue of Planning, a kind of reform 
which is indispensable to tolerable func- 
tioning of a libertarian, free-market 
system—and which, unlike his program, 
requires no departure from the rule of 
law. Monetary stabilization can and 
should be achieved under definite, legis- 
lative-constitutional rules of fiscal policy 


price level will become impossible; wage determina- 
tion will perforce become a function of the State. If 
the private owners of business undertakings under 
full employment set out to exploit consumers by or- 
ganizing monopolies and price rings, or abuse their 
economic power for political purposes, or fail, with 
all the help of the State and in an expanding econ- 
omy, to stabilize the process of investment, the pri- 
vate owners cannot for long be left in their owner- 


ship” (p. 207). 


and without substantial reliance on dis- 
cretionary authorities. 

This distinction—rules or laws versus 
authorities—is the nub of the real 
planning issue. It is obscured by the 
fact that both libertarian and col. 
lectivist programs call for radical {- 
nancial reform, the former more cl 
and more specifically than the latter. 
Planners would control the price level 
by promiscuous intervention, innocent 
or plausible in detail and revolutionary 
in total. Libertarians would radically 
alter the private financial structure, 
economizing kinds of intervention and 
purging the old system of anomalies in 
crucial particulars. Those who would 
extend and consolidate the rule of law 
thus may appear more radical than those 
who would abandon it; recourse to dis- 
cretionary authorities revolutionizes our 
political-economic system without seem- 
ing to change it at all. 

The old monetary-fiscal-banking sys- 
tem involved provision of indispensable 
liquidity by devices which minimal 
standards of permissible corporation fi- 
nance would have precluded. Moreover, 
it involved reliance on precisely the kind 
of discretionary authorities (central 
banks) which Beveridge and other Plan- 
ners would now multiply and more gen- 
erously empower. Gradual but radical 
reform in fiscal practice, in banking, and 
in corporate finance is, properly con- 
ceived, an anticollectivist program. It 
should seek (1) to concentrate issue pow- 
ers and borrowing-powers where they 
belong (i.e., in the government or the 
Treasury, which alone can create genu- 
ine liquidity) and to focus sharply the 
responsibility for their exercise; (2) to 
assure monetary stability under definite, 
coherent rules of fiscal practice that will 
minimize delegation of authority, mini- 
mize detailed intervention, and minimize 
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the monetary uncertainty afflicting pri- 
vate, competitive business; (3) to con- 
fine private financial enterprises to their 
proper business of mobilizing and ca- 
nalizing equity investment; and thus 
(4) to maximize free-market control of 
relative prices and, through prices, of 
relative production and consumption. 

Beveridge is not interested in altering 
the financial structure or in focusing 
political responsibility in the use of fiscal 
powers; neither does he propose any 
rules for their exercise—save the rhe- 
torical rule of full employment, which, 
properly, is not an instrumental end at 
all. Full employment is a worthy pur- 
pose which, among others, instrumental 
ends, policy rules, and laws should be 
designed to serve. To propose it as a rule 
is to by-pass the democratic process and 
to propose government by authorities, 
which, instead of legislation, will imple- 
ment the purpose. Beveridge is wisely 
and eloquently opposed to inflation as 
well as to deflation (p. 202); but stable 
money comes in only by the back door, 
not as a guide or proximate goal but as a 
wishful afterthought—or, perhaps, as an 
excuse for direct controls. 

Monetary stability, says Beveridge, is 
inadequate—which is also a distinctive 
article of a libertarian faith. What he 
means, however, is that fiscal policy 
must afford, not over-all stability but 
persistent inflation pressure, in order that 
control by relative prices may be dis- 
placed with direct, discretionary control 
of relative prices and of consumption, 
production, and investment. The Eng- 
lish economy is to be subjected, by deficit 
finance, to a continuous inflation pres- 
sure, which, in turn, will be frustrated 
by nonfiscal means. Liberal procedure 
would use fiscal devices to get monetary 
stability, and then deal with other prob- 
lems within that framework. Beveridge 


would use them, along with an over- 
valued pound, to enlarge the scope for 
detailed intervention by authorities or, 
as he puts it, for the imposition of social 
priorities. This is standard collectivist 
technique, making a peacetime virtue of 
wartime (alleged) necessity, i.e., of for- 
eign-trade monopoly and domestic ra- 
tioning, for consumer goods, industrial 
materials, and investment permits. The 
cause of large employment is thus made 
to serve other ends—better terms of for- 
eign trade (national monopoly-monop- 
sony exploitation) economic imperialism, 
severe sumptuary controls, and govern- 
mental direction of new investment. 
The whole monetary argument is 
deeply confused by the typical Keynes- 
ian blurring of the difference between 
currency issue and governmental bor- 
rowing, i.e., by a preoccupation with 
flows that disregards stocks. The banking 
process is simply taken for granted. The 
government, however, must absolutely 
determine the rate of interest, fixing it 
against increase and, indeed, reducing it 
gradually by y'; of 1 per cent each year, 
i.e., to zero in about forty years (p. 341). 
All this, and the suggested techniques,‘ 


6 “Tt may be asked, what happens if the Govern- 
ment wishes to borrow and spend £100 millions and 
the public is not prepared to subscribe more than 
(say) £60 millions to the long-term or short-term 
issues ‘on tap’? The answer, again, is simple. A 
deficit expenditure of £100 millions having been 
decided upon in the light of the general economic 
situation, the Government raises the balance of £40 
millions through ‘Ways and Means Advances’ from 
the Bank of England. As it proceeds to spend the 
£100 millions, it increases the stock of the commu- 
nity’s savings by £100 millions. These new savings 
will again have to be held in some form—in cash, 
deposits, bills, or bonds. Having spent £40 millions 
out of ‘Ways and Means Advances’ from the Bank 
of England, the cash basis of the banking system 
has been increased by that amount. The banks will 
not want to hold more than their customary ratic of 
cash against deposits. Thus they will, during the 
next period, again subscribe to the ‘tap’ issues. The 
public will not wish to hold all their new savings in 
the form of cash or bank deposits (these being de- 





216 


may puzzle the reader until he appre- 
hends the real trick: the English debt is to 
be wholly monetized. Bonds are to be kept 
perfectly liquid at par, i-e., guaranteed 
against even momentary depreciation. 
They will have the substantial attributes 
of currency, plus some interest plus poli- 
cy-assurance of interim appreciation. 
The interest rate thus becomes a pure hoard- 
ing premium—and the scheme, purport- 
ing to promote private investment, is 
admirably contrived to restrict it, by 
offering investors in government securi- 
ties a liquidity which private enterprise 
cannot offer, or pretend to offer, with- 
out suicidal risk. I have never liked the 
Gesell-Fisher-Dahlberg schemes; if we 
must tax hoarding, steady increase in the 
price level, while dangerous, is the only 
elegant means. As between taxing hoard- 
ing and subsidizing it, however, the latter 
certainly has no merit save that it can 
more easily (and more foolishly) be done. 
Its only virtue is that of checking private 


termined: by business turnover) and will also sub- 
scribe to ‘tap’ issues. The banks can subscribe to 
these issues only to the extent that the public are 
prepared to hold more bank deposits. If the public 
refuse to hold any of their current new savings in 
additional bank deposits, because their demand for 
cash is satiated, all the subscription to the ‘tap’ is- 
sues will come from the public and none from the 
banks. Bank deposits and bank assets will cease to 
expand. 

“The essence of what has been said above is this: 
maintaining a stable rate of interest means, first, de- 
ciding what the rate of interest should be and, sec- 
ond, offering the citizens exactly what, in view of the 
thus determined rate, they are anxious to have. In 
practical terms, this means keeping long-term bonds 
and short-term paper on ‘tap’ and ‘creating’ addi- 
tional cash or Central Bank money by borrowing 
from the Bank of England whenever ‘tap’ subscrip- 
tions are insufficient to cover the budget deficit. 
This does not mean inflation, because the very size 
of the deficit is decided upon as an antidote to the 
‘deflationary gap’ which would exist in the absence 
of deficit. If, as may well happen, ‘tap’ subscriptions 
exceed the amount required by the government, this 
shows that the rate of interest offered is higher than 
is necessary, and should lead the government to 
lower the rate” (pp. 3309-40). 
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investment (and consumption?) and thus 
creating an apparent necessity of vast 
public outlay. 

Governmental borrowing, I submit, is 
always wrong—a fiscal error or heritage 
of error. It may be pardonable in great 
war emergencies, when democracies seem 
morally incapable of taxing adequately 
to their spending. Given such indulgence, 
however, debt should afterward be rapid- 
ly retired; borrowing-powers should’ be 
conserved for emergencies and, in war- 
time, against contingently long war. 
Otherwise, we impair our last line of de- 
fense against inflation and, incidentally, 
invite awkward leakage during depres- 
sions. Furthermore, bonds should be 
kept as illiquid as possible, by use of the 
consol or perpetuity form, in order to 
afford the maximum gain-and-loss lever- 
age for open-market operations. Instead 
of supplying additional bonds during de- 
pressions, the government should take 
them away as fast as possible, maximiz- 
ing at such times the rate at which debt 
is retired, i.e., monetized. For boom 
periods the Keynesians are perhaps right: 
interest-rate (open-market) measures 
should be minimized; increased taxation 
and reduced spending should carry the 
load.’ 

Beveridge and his Oxford colleagues 
would evade the whole question of bonds 
versus currency by making them identi- 
cal and by converting open-market 
operations into permanent bid-and-offer 
at par. If bonds are undersubscribed, 
then Ways-and-Means advances ar 
recommended, thus to provide redundant 
reserves which will generate the addi- 


?For argument along these lines, see my “On 
Debt Policy,” Journal of Political Economy, LiL 
(1944), 356-61. 

One great virtue of the consol form, by the way, 
is that it affords an excellent inflation barometer; its 
price changes reflect prevailing expectations as t0 
the price level. 
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tional subscriptions; if bonds are over- 
subscribed, then the interest rate should 
be reduced! No need to worry about the 
debt, for the interest rate can be re- 
duced faster than the debt increases, and 
before long to zero! 

One’s first reaction is a picture of Eng- 
lishmen rushing into assets like Ger- 
mans in 1923—if one overlooks what the 
author and his friends have learned from 
Germany of the thirties. Flight into for- 
eign currencies or securities would be 
prevented by comprehensive exchange- 
control. Flight into domestic equities or 
industrial properties, if not wholly dis- 
couraged by the trade-unions, would be 
inhibited by product-price ceilings and 
rationing, by materials allocation, etc. 
Flight into new real investment may 
similarly be frustrated, with the help of 
the Investment Board. This leaves only 
consumption and  consumer-capital, 
where rationing would check the flight. 
The debt policy thus amply supple- 
ments budgetary policy, creating infla- 
tion pressure via money stocks, as well 
as via flows, and further enlarging the 
scope for “social priorities.”’ Flight into 
assets ceases to be a freedom and be- 
comes a crime. 

Since the government can so easily fix 
“the interest rate’’ when it asks lenders 
to sacrifice nothing in liquidity, Bever- 
idge is at pains to explain why it should 
not promptly reduce it to zero. The minor 
reason is that it might cause windfall 
gains to holders of old securities and real 
assets; the major reason, as with Hansen, 
is that private banks and insurance com- 
panies might thereby be unduly dis- 
turbed. Thus Beveridge would proceed 
gradually, in order to preserve the two 
forms of private business which are least 
essential to, if not incompatible with, a 
free-enterprise, free-market system. On 
the other hand, it may be noted that his 


debt policy really means roo per cent 
reserve banking, with a diminishing 
transitional subsidy, which, if not ex- 
tended to other bondholders, would 
make fairly good sense*—also that his 
debt policy is the one now followed in the 
United States! 


KALDOR’S ROUTES 


The best part of the book is Kaldor’s 
analysis and forecast of national income 
and outlay (Appen. C). I cannot pretend 
to judge his statistical estimates for 
1948; but they seem useful and plaus- 
ible—especially if translated into guesses 
about the secular monetary expansion 
necessary to stabilize price levels in the 
face of rising real income and increasing 
demand for liquidity. 

Kaldor examines three main “routes” 
to full employment in 1948: (I) 1938 
taxes with enlarged public outlay; (II) a 
balanced budget with (fabulous) in- 
crease of both revenues and expenditures; 
(III) 1938 “real” expenditures with uni- 
form reduction of all 1938 taxes, i.e., 
with tax-induced increase in private out- 
lay. To accommodate wartime increase in 
labor costs, the price level is assumed to 
be higher by 33 per cent in 1948 than in 
1938. 

Route I is estimated to require a defi- 
cit of £230 million; Route III, a deficit 
of £340 million; Route IT, an increase of 
about £1,000 million in both revenues 


8 Alternatively, it may be regarded as a device 
for “proving’’ that interest-rate policy is inherently 
impotent, by contriving arrangements under which 
it has no meaning, i.e., arrangements whereby open- 
market operations would have only the negligible 
leverage of a call-loan rate. 

It may be noted in passing that, in the United 
States, as an incidental virtue of generally bad debt 
policy, we are moving toward 100 per cent reserve 
banking, by making certain bond issues ineligible for 
bank ownership. Shortly, we may see special bonds 
carrying, with low interest rates and high liquidity, 
a “deposit-issue”’ privilege. 
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and expenditures (Tables 18 and 46). 
These estimates involve an adverse for- 
eign balance of £130 million; with im- 
ports restricted and (or) exports ex- 
panded to elimate this adverse balance, 
the requisite deficits are estimated at 
£100 (instead of £230) million for Route 
I, and at £160 (instead of £340) million 
for Route III (Table 47)—thus high- 
lighting the foreign-trade problem. Es- 
timates are also offered for a Route Ila 
(tax increases confined to direct taxes) 
and for a Route IIIa (tax reductions 
confined to indirect taxes). I suspect that 
Kaldor exaggerates the long-term deficit 
difference between Routes I and III 
(£230-£340 million) and understates 
that difference between Routes III and 
IIIa (£340-£285 million); also that he 
overestimates corporate earnings and 
the long-term increase in savings result- 
ing from secular increase in national in- 
come.® A non-Keynesian would like to 
know how much smaller the requisite 
deficits would be if financed by issues 
carrying no hoarding premium; also, how 
different the whole picture would be if 


* American extrapolators, however, should read 

Kaldor, especially par. 41, p. 385: 
“The available evidence points to the conclusion 
that with the long run rise in incomes, consumption 
rises more or less proportionally (cf. Clark, National 
Income and Outlay, ch. viii); the disproportionate 
rise in savings following upon an increase in incomes 
.... is a typically short-run phenomenon.” [How- 
ever, he goes on to say:] 

“The most reasonable hypothesis for estimating 
savings out of available income in 1948 appeared to 
be to assume that for that part of the rise in real in- 
come which is due to long-run factors (i.e., the rise 
in productivity) savings rise in the same proportion 
as real income ....; while for that part which is 
due to the elimination of unemployment, savings 
increase in a higher proportion This assump- 
tion implies that in the long run the proportion of 
income saved varies, not with the amount of real 
income, but with the level of employment.” 

This is a clever restatement of a vulnerable 
Keynesian assumption about the facts of life; but I 
see less reason for accepting it than for accepting 
the cruder assumption. If it avoids danger of em- 
pirical attack, it is equally immune to verification. 
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the government debt were largely in a 
consol form and thus available for ex. 
pansionist retirement, i.e., for extra- 
budgetary conversion from a poor money- 
substitute into the real thing. 

Some readers will be amazed, if not 
exasperated, by the estimates under 
Route II, which seem merely to satirize 
the pay-as-you-go rule. An effort at in- 
terpretation may be in order, for we are 
likely to see much of such statistical ex- 
travagances in this country. What they 
really estimate (I think) is how to main- 
tain the price level, as real income rises, 
without any increase in the quantity of 
money (or in the “moneyness”’ of debt)— 
a fabulous undertaking which few budget- 
balancers would contemplate and which 
past practice never involved. Govern- 
ments, balancing their budgets in the 
old days, simply left to the banking sys- 
tem the task of expanding secularly the 
money supply, first, as bank notes, later 
mainly as bank deposits. This responsi- 
bility of providing additional liquidity 
as real income rose, the banking system, 
as a matter of historical accident and 
timely proliferation, did meet after a 
fashion, by fits and starts and with oc- 
casional collapses. It was a spurious li- 
quidity or money that the banks pro- 
vided; it was highly perverse in its short- 
term fluctuations; and it served long- 
term needs poorly or accidentally. 

Some of us believe that the whole de- 
velopment of private banking reflects a 
fundamental error in governmental poli- 
cy and was institutionally anomalous 
from the start. The anomaly, however, 
becomes less glaring as the banks come 
to hold mainly government bonds and as 
their cash reserves are supplemented by 
obligations little different from cash. The 
old rules of sound commercial banking 
called for a credit currency resting upon 
assets of minimal liquidity (for the sy* 
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tem) and peculiarly subject to sudden 
and cumulative deflation. Now, however, 
even in this country, the credit currency 
rests mainly on government bonds, 
whose prices normally would rise in the 
face of depression and increased demand 
for liquidity. Always dependent on the 
Treasury (or on central banks as virtual 
subtreasuries) for liquidity which only 
governments can genuinely supply, 
banks are now essentially Treasury 
branches, by the nature of their assets as 
well as their liabilities. 

To those who like or take for granted 
the banking anomaly, the issue of cur- 
rency by the government seems itself 
anomalous, if not evidence of fiscal 
depravity. The government, they imply, 
should supply deflation-preventing li- 
quidity only by loan expenditure, i.e., by 
expanding its debt sufficiently to induce 
absorption of bonds by the banks. 

The Keynesian arguments really pre- 
suppose that new issues of government 
bonds will so be absorbed and that li- 
quidity may be increased only in this 
way. There is thus some devious cor- 
rectness in their upside-down rule that 
governments should borrow in depres- 
sions and should not borrow during 
booms. Business is, to be sure, no longer 
starved for capital and need not incur 
the suicidal risks involved in continuous 
financing through banks; and banks, in 
turn, are disinclined to provide business 
capital on terms which preclude their 
liquidating before other and prior claim- 
ants can enforce their claims. The old 
devices for expanding liquidity are, for- 
tunately, a thing of the past. So, if one 
must rely on fractional-reserve bank ex- 
pansion to provide our effective money, 
there is apparently no way to prevent 
deflation but to pour bonds into banks— 
into central banks to augment reserves 


and into private banks to augment de- 
posits.*® 

If government bonds sold to banks 
were ineligible for purchase by others, 
the system might be intelligible, as sim- 
ply one of subsidizing the services of 
warehousing and transferring funds. 
Actually, bonds are used both to in- 
crease liquidity and to decrease it. They 
are sold to banks for injecting new 
money and, often simultaneously, to 
others for withdrawing money. Such in- 
herently confusing practice facilitates 
the financial argument of books like 
these. 

Kaldor does not get himself much in- 
volved with the dubious analysis of his 
colleagues or with extravagant policy 
proposals. One exception is noteworthy: 

In general, if considerable changes in the 
structure of income distribution were desired, 
it is better to tackle the problem directly—by 
forcing producers to sell at lower prices relative- 
ly to costs—than indirectly through changes in 
taxation or some combined scheme of taxation 
and subsidies. The main reason for this is that 
it is extremely difficult to devise a scheme where 
the consequential higher taxation on profits 
would not in itself have adverse effects on incen- 
tives and hence on employment [p. 348). 


It is indeed a strange notion that direct, 
discretionary control is less injurious to 
incentives than is (income) taxation. 

Kaldor’s estimates will seem less sur- 
prising (to repeat) if interpreted as show- 
ing the expansion of bank currency nec- 
essary to finance secularly rising produc- 
tion at a stable price level—and, for 
Route II, as showing the fabulous in- 
crease in both taxes and spending that 
would be necessary, with rising real in- 
come, to stabilize the price level without 
increasing the quantity of money. It 


+° If this is what is meant by “mature economy,” 
namely, that business will no longer put its liquidity 
increasingly under call by banks, praise God for the 
attainment of adult discretion. 
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surely seems natural that people should 
try to become absolutely more liquid as 
they become more prosperous; to pre- 
vent their trying, the state would have 
to take away most of their incomes. 
There should be no quarrel about the 
need for increasing liquidity in a pro- 
gressive economy. I should like to see it 
effected straightforwardly, by govern- 
mental currency issue and without mul- 
tiple bank expansion. But one need not 
be distressed about it in any case. It is 
compatible with very modest total budg- 
ets and need proceed little or no faster 
than it has during the past century. 
Such is the modicum of sense implicit in 
loose talk about the virtues of a rising 
public debt: increase in real debt (con- 
sols) is always ominous and unfortu- 
nate; increase in currency or liquidity, as 
necessary to implement rules of mone- 
tary stabilization, is not only innocuous 
but quite salutary. 

Kaldor also sketches a Route IV, 
combining Routes IIa and IIIa, whereby 
some authority, presumably Kaldor, 
would be empowered to manipulate an 
elaborate structure of subsidies and ex- 
cises, with the purpose of reducing the 
requisite deficit (i., monetary ex- 
pansion) under Route IIIa. His interest 
in this route is, one hopes, merely aca- 
demic; amid so much good work, he may 
easily be pardoned this relapse into the 
irresponsible cleverness of his colleagues. 
Beveridge dismisses Route I[V—perhaps 
as a too candid description of his own 
proposals. 


THE BEVERIDGE ROUTE 


Sir William likes the objective in 
Route II (possibly because he misun- 
derstands it) but not the magnitudes. 
He rejects Routes III and IIIa for the 
obvious reason that they will not ac- 
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commodate his Plan and plumps for 
Route I. His objection to Routes II] 
and IIIa is that they would leave people 
too much freedom and preclude ade- 
quate imposition of social priorities. This 
may be a defensible position as regards 
much of his Plan, especially its scheme of 
medical and health services. 
Throughout the book it is asserted 
that any prospective deficiency in ag- 
gregate outlay should be made good by 
additional public outlay, i.e., that ex- 
penditures rather than revenues should 
be the variable factor in fiscal stabiliza- 
tion." The argument, however, relates 
entirely to the choice among starting 
budgets, i.e., to the level of spending in 
1948. Surely, one might accept Sir Wil- 
liam’s initial spending program and still 
argue that the annual adjustments 
should be in revenues, not in spending. 
Discussing public works and the White 
Paper, he comes close to this choice but 
evades the issue. On his own arguments, 
however, one might plump for varying 
revenue, e.g., by varying the income- 
tax exemptions, and for stable spending. 
That Beveridge is more intervention- 
ist than egalitarian is suggested by his 
categorical rejection of Route IIIa. One 
must indeed value highly the transfer 
expenditures of his Plan to demand them 
all and severally at the price of the pre- 
war English excises, which he would re- 
tain intact—not to mention the “em- 
ployer contribution.” My preferences 
would accord high priority to reduction 
of duties on tea, tobacco, beer, etc., 
which make heavy inroads on the small- 


“The Minister introducing the Budget, after 
estimating how much private citizens may be ¢x- 
pected to spend on consumption and on investment 
together under a condition of full employment, must 
propose public outlay sufficient, with the estimated 
private outlay, to bring about that condition, ‘that 
is to say to employ the whole man-power of the coun- 
try” (p. 31). 
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est incomes, and to avoidance of a tax 
penalty on private employment. Much 
of what Beveridge would accomplish by 
food and fuel subsidies, moreover, could 
be accomplished simply by removing in- 
ordinate mass excises and educating con- 
sumers on dietary requirements, i.e., by 
enlarging consumer freedom instead of 
extending interference and manipulation. 
Temporary subsidies for critical nu- 
trients, during an intensive program of 
nutrition education, may be defended as 
a kind of infant-industry investment in 
better dietary habits; but that is not a 
Beveridge proposal. Central control must 
be a great good, if two largely offsetting 
kinds of intervention are better than 
neither. 

Like most projects for a welfare state, 
Sir William’s proposals reflect high moral 
purpose and, in detail, seem eminently 
reasonable. Only by adding them up and 
apprehending the total does one see 
what a radical-reactionary revolution is 
involved. Nor is this apparent if one 
accepts with each proposed intervention 
the author’s wishfully low estimate of the 
probable amount. In each case a worthy 
end is aimed at, and only “fringe” in- 
tervention implied. The authorities may 
all be as popular as Lord Woolton; and 
co-operation may dissipate the conflicts 
of interest among organized groups. But 
Beveridge, I think, deceives his reader, 
if not himself. Every direct control will 
increase the need for other controls; and 
the aggregate of intervention is meagerly 
indicated by his particularist approach. 
Beveridge seems to promise that ration- 
ing will be largely or usually unnecessary 
and that the Investment Board will only 
deflect slightly the flow of private invest- 
ment. Such reassurances seem unrealistic. 
If free-market controls through competi- 
tion are devitalized or destroyed, there 


is nothing left to sustain economic order 
except governmental intervention, which 
must then become ubiquitous. 

The Investment Board is proposed as 
a moderate extension of eminently sound 
urban planning and zoning. It seems a 
plausible means for dealing with the 
military-strategic problem of metropoli- 
tan London and the cancerous affliction 
of inordinate population density. Less 
persuasive is the argument for diverting 
private investment according to the lo- 
cation of unemployment or according to 
governmental notions of overinvested 
and underinvested industries. Still more 
questionable is the proposed protection 
of sunk public investment in local im- 
provements, especially when one ap- 
prehends how closely this objective will 
coincide with that of protecting past in- 
dustrial investment and that, in turn, 
with protecting workers in established 
centers against potential competition 
elsewhere. Besides, there are the possi- 
bilities of preventing inflationary private 
investment in order that inflationary 
public outlay may proceed. Such a 
Board, I submit, cannot really function 
without more power than any discretion- 
ary authority should have. 

Beveridge would plan for 97 per.cent 
employment, allowing a smaller margin 
for frictional or migrational unemploy- 
ment than has, to my knowledge, ever 
been responsibly proposed. He demands 
a sellers’ market for labor—a continuous 
excess of vacant jobs over idle hands— 
which obviously invites flight into assets 
via the labor market. Since it would 
mean an inflationary spiral of wage- 
rate increase even in the absence of any 
labor organization, Beveridge is natural- 
ly solicitous lest the trade-unions make 
demands which would frustrate efforts to 
sustain the value of money. 
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Particular wage demands which exceed what 
employers are able to pay with their existing 
prices and which force a raising of prices, may 
bring gains to the workers of the industry con- 
cerned, but they will do so at the expense of all 
other workers, whose real wages fall owing to 
the rise in prices. The other workers will nat- 
urally try to restore the position, by putting 
forward demands of their own. There is a real 
danger that sectional wage bargaining, pursued 
without regard to its effects upon prices, may 
lead to a vicious spiral of inflation, with money 
wages chasing prices and without any gain in 
real wages for the working class as a whole [p. 
199]. 


To expect labor monopolies not to de- 
mand monopolistic wages is, under any 
circumstances, unrealistic. To ask, with 
Sir William, that they use their power to 
keep wage rates below competitive levels 
is quixotic. The practical suggestions 
are: (1) preaching; (2) that “the central 
organizations of labor....should de- 
vote their attention to the problem of 
achieving a unified wage policy which 
ensures that the demands of individual 
unions will be judged with reference to 
the economic situation as a whole” (pp. 
199 f.); and (3) the fixing of wages by 
the state (p. 207). The second suggestion 
implies that the Trades Union Congress 
General Council might grant or withhold 
ticenses to demand wage increases— 
which would make suggestions 2 and 3 
identical, since an agency with such pow- 
er would either become part of the state 
or conversely. 

Hostile critics will chide Sir William 
about his abolishing “free collective 
bargaining.” National trade-unions are 
obviously incompatible with stable prices 
under his scheme, unless they serve as 
passive instruments of the governmental 
authorities. Libertarians, however, are 
ill advised to press this point against a 
Planner who, in these matters, is rarely 
candid and sensible. For what he dif- 
fidently concedes to be incompatible 
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with his scheme is certainly incompatible 
with the tolerable functioning of a free- 
enterprise system. Relative wages must 
be determined either by competition 
among workers (and among employers) 
or by central authorities. 


FOREIGN-TRADE POLICY 


Beveridge reserves the crucial subject 
of commercial policy for his penultimate 
chapter. Up to this point, one may sus- 
pect that this old Liberal is deliberately 
contriving a nightmarish scheme to 
show what England may or must do if 
America repudiates its minimal respon- 
sibilities for economic-financial co-opera- 
tion. The whole program, one hopes, is 
merely a policy-construct for bargaining 
with the United States. Indeed, it does 
reasonably describe what is likely to hap- 
pen unless we radically reduce our tariff 
and firmly undertake, with the consulta- 
tion and co-operation of our friends, to 
provide the world with the stable cur- 
rency necessary to orderly, peaceful 
trade. 

Chapter vi (“International Implica- 
tions....”) disappoints such hope. 
The Keynesian rejuvenation yields only 
apostasy—a “‘Baloghism” more zealous 
than Sir William’s old free-trade inter- 
nationalism. When one puts together the 
foreign-trade proposals, filling in elo- 
quent omissions, only then does one ap- 
prehend the full collectivist import of the 
whole scheme. Shorn of euphemisms, it 
calls for pure state trading abroad, ie., 
for governmental monopoly of foreign 
trade. 

During the interwar period, the Eng- 
lish economy, weakened by overvalua- 
tion of the pound, became rapidly un- 
competitive and syndicalist, by virtue 
especially of the commercial policies of 
the thirties. To restore free enterprise 
and competitive controls within Eng- 
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land, substantially free foreign trade— 
ie., trade controlled by proper exchange 
rates—would appear indispensable. To 
collectivize foreign trade in England or 
to subject it largely to the manipulation 
of discretionary authorities is to con- 
solidate English syndicalism and, in 
turn, to socialize industry. Private en- 
terprise, even some new enterprise, may 
persist for a time but, in substance, sim- 
ply as a beneficiary of state orders. Lack- 
ing the autonomous discipline of compe- 
tition and facing mainly political un- 
certainties, private business would be 
largely a contracting-out by govern- 
mental authorities, as it is in wartime. 
Whether industries are socialized or con- 
tinued under private enterprise, in this 
sense, is of interest only to Socialists 
and is indeed, as Beveridge asserts, a 
matter of mere detail and expediency. 

What I have said so far is admittedly 
an extreme interpretation of the Bever- 
idge program. It may seem cavalierly to 
reject his own interpretation at many 
points and to impute meanings which he 
disavows. Sir William argues his case 
largely in terms of the same considera- 
tions I would invoke to support very 
different measures; having been carried 
along quite a way, I may now misrepre- 
sent the substantive scheme as much in 
opposition as does Sir William in his skil- 
ful advocacy. At all events, my case 
rests largely on interpretation of the 
proposed commercial policy. 

The introductory argument of chapter 
v, while sound enough as economics, 
gives little attention to the political 
dangers of discriminatory practices or to 
the economic effects of retaliation. The 
following passage will indicate the gen- 
eral tone: 


The virtue of international trade is that it saves 
labour; the virtue of a full employment policy 
is that it uses labour. It would be senseless to 


save labour through international trade only 
in order to waste labour in unemployment [p. 
art}. 


The general conclusions are put as fol- 
lows: 


General multilateral trading... .is possible 
only if three conditions, or assumptions, are ful- 
filled: first, each of the participating nations 
must aim at full employment within its borders 
and must do so without relying on export sur- 
pluses as the principal means to full employ- 
ment. Second, each of the participating nations 
must be prepared to balance its accounts with 
the rest of the world; for that purpose any na- 
tion which, for any reason, systematically sells 
abroad in goods or services more than it buys 
from abroad, and so has an export surplus, must 
be prepared to grant long-term loans sufficient 
to enable the rest of the world te pay for those 
exports, without losing gold or other reserves 
essential for international liquidity. Third, each 
of the participating nations must aim at a cer- 
tain stability of economic behavior—continuity 
in tariff, subsidy, foreign exchange and other 
economic policies—and must refrain from in- 
troducing important changes in these policies 
without prior consultation with the other par- 
ticipants [p. 218]. 


International trade can be arranged in one way 
if all important industrial countries have pol- 
icies of full employment; it must be arranged in 
another way if any important industrial coun- 
try does not have such a policy [p. 225]. 


One may sympathize with the fear of 
another American deflation—although it 
seems politically too improbable for 
serious concern. That our deflation of 
1929-33 was a tragic failure to discharge 
minimal governmental responsibilities, 
domestic and international, is beyond 
dispute. Along with tariff legislation and, 
worst of all, our devaluation, it was the 
cause of world economic disaster and 
perhaps of the ensuing war. For the de- 
valuation, no plausible apology can be 
offered save blind ignorance among re- 
sponsible leaders. One should distinguish, 
however, between sins of omission and of 
commission. Only a dictator, able to low- 











224 HENRY C. SIMONS 


er wage rates at will, could well be ac- 
cused of imposing general deflation for 
national advantage. It is one thing to 
stress the urgent world need for a stable 
dollar—indeed, for stability in all the 
major currencies. It is another to recom- 
mend discriminatory measures against 
national deflation, which, however de- 
plorable, is simply an error of ignorant 
inaction. Discrimination, whatever the 
excuses, must always seem a hostile or 
unfriendly act. To use national sanctions 
against nations for their failure to main- 
tain British standards of wise finance is 
to multiply the occasions for interna- 
tional schism and ill-will. 

Conceding the worst that can be said 
of our role in the thirties, one may also 
question the British record. They de- 
valued, to be sure, out of necessity. There 
was no necessity, however, about the 
earlier quixotic overvaluation of the 
pound or about their persisting in error 
to the end, i.e., until it had to be correc- 
ted at, for the world, the worst possible 
time. Until these things are forgotten and 
until England is prepared to eschew 
overvaluation, her spokesmen might 
more humbly pursue international mone- 
tary co-operation and not assume that 
English finance, past and future, affords 
a norm by which other nations may be 
judged as eligible for, or exempt from, 
quarantine. 

The policy choice, says Beveridge, is 
between (1) general multilateral trading, 
(2) regional multilateral trading, and 
(3) bilateralism (p. 239). In spite of much 
talk about the virtues of No. 1, it soon 
appears that he is counting on Nos. 2 and 
3. Moreover, unless I misread him, he re- 
fuses to consider nondiscrimination or 
equality of treatment on any terms. 

The second of the three alternatives for in- 


ternational trade is regionalism. This means 
multilateral trading not throughout the world 


but between a group of countries, sufficiently 
complementary to one another, and sufficiently 
alike in their economic policies, including the 
pursuit of full employment, to make it easy for 
them to work together. .. . . Britain might be- 
come the financial centre, of a sterling full em- 
ployment area, as before the first World War 
she was the financial centre of the world. This 
would not, of course, prevent trade between 
countries in different regions, but such trade 
would take place subject to special controls. 

A policy of regionalism applied in Europe or 
in the British Commonwealth or both together 
should not be regarded as in any way unfriendly 
to the United States or to Soviet Russia. Room 
must be kept in the world for a variety of eco- 
nomic policies ‘in different countries. Soviet 
Russia will certainly continue to have a com- 
pletely managed economy; the United States is 
likely to return, at any rate for some time to 
come, to a large measure of freedom from Gov- 
ernment action. It should be open to Britain, 
and countries which like her desire to follow the 
middle course of full employment in a free soci- 
ety, to do so, without being charged with pur- 
suing selfish or national aims. 

It is difficult to believe—in truth it is incred- 
ible—that, if a general multilateral system 
could not be established throughout the world, 
Britain would fail to find other countries, suffi- 
cient with her to make up a region of stable 
prosperity, ensuring to her the essential im- 
ports in return for her exports, ensuring to them 
markets and capital. But if for any reason this 
could not or could not immediately be secured, 
there remains the last certain recourse of bilat- 
eralism. This for Britain would mean the mak- 
ing of specific bargains with individual coun- 
tries to ensure the supply of imports of food and 
of raw materials indispensable for British in- 
dustry, including in such bargains provisions as 
to means of payment and the exchange between 
their respective currencies. 

The first of the three alternatives is, as has 
been emphasized before, the most desirable in 
itself and most in accord with Britain’s role and 
traditions in the past. To realize it Britain 
should do everything possible, except [sic] sur- 
render the right to fall back on the other al- 
ternatives, if the first one could not be attained 
in full and satisfactory measure. It is better to 
secure multilateral trading in a limited region 
where it has good prospects of success and can 
be made the basis of wider trading later, than 
to aim at multilateral trading in the world at 
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large, without effective agreement on its funda- 
mental conditions. 

That it would be possible either under the 
second or under the third alternative to ensure 
the imports required for our prosperity, if we 
are prepared to take the necessary steps, is not 
open to reasonable doubt. Nor is it doubtful 
that strong central planning of Britain’s in- 
ternal affairs will make her more, not less, use- 
ful as a partner in world affairs. [nternational 
trade, both for imports and for exports, will on the 
whole have to come under public management, in 
place of being left to market forces either competi- 
live or monopolistic. The organs which serve for 
planning at home will serve also for planning in 
a wider sphere [pp. 239-41]. 


.... While hoping for the best, that is success 
in our efforts for world-wide economic order, we 
must be prepared for failure and must retain for 
that event all necessary powers to ensure the 
second or third best [p. <41]. 


Is he not here urging England to seek 
at once the best of every possible world 
and to risk no commitments on behalf of 
better or best? 

Most significant is Sir William’s con- 
ception of the best arrangement—what 
he means by general multilateral trading 
for Britain and what he would offer in 
return for our fullest co-operation. 


On the assumption of the Atlantic Charter, 
that all the larger countries will announce and 
adopt a policy for maintaining employment at 
home, international trade can be based on the 
most desirable of the three alternatives. That is 
to say, the first aim should be a world-wide trad- 
ing and clearing system, with international ar- 
rangements providing adequate lasting liquid- 
ity for multilateral trading, without requiring 
individual countries to subordinate domestic 
economic policy to international exigencies. 
Subject to the adoption by all countries of suit- 
able economic policies, such a system could have 
been developed out of the first British proposals 
for international clearing by adding thereto 
machinery for directed international invest- 
ment. It could be developed out of the recent 
joint proposals for an International Monetary 
Fund. But, even under such a system, Britain, 
with other countries, must retain and exercise 


** Reviewer’s italics. 


powers not used before the first World War, in- 

cluding: 

a) Control of capital movements. This appears 
to involve control of all exchanges. 


b) Making of long-term contracts for the pur- 
chase of essential raw materials and food. 


c) Making of long-term contracts for the 
planned supply of exports to develop back- 
ward areas [p. 239]. 


The remark under point a is at least 
candid, by contrast with most current 
talk about “limited” exchange control. 
That Sir William means every word of it 
is indicated by his approving quotation 
from the British Treasury Memorandum 
of April, 1943. 

“There is no country which can, in future, 
safely allow the flight of funds for political rea- 
sons or to evade domestic taxation or in antici- 
pation of the owner turning refugee. Equally, 
there is no country that can safely receive fugi- 
tive funds, which constitute an unwanted im- 
port of capital, yet cannot safely be used for 
fixed investment. For these reasons it is widely 
held that control of capital movements, both 
inward and outward, should be a permanent fea- 
ture of the post-war system” [p. 237]. 


Note the word “permanent.” Exclusive 
governmental lending abroad is not an 
unreasonable inference and, like govern- 
mental trading, is certainly not calcu- 
lated to minimize friction among the 
powers! Capital flight in the thirties, 
with its unprecedented demands on 
liquidity, was largely an incident of Nazi 
persecution and aggression. What pro- 
spective cause of wild property migration 
calls for permanent restrictions in post- 
transition England? Is such restriction 
appropriate to an orderly world or com- 
patible with the desired large interna- 
tional flow of investment funds? Does 
Beveridge want exchange control merely 
to prevent capital flight or for other pur- 
poses too? 

It is implied under point }, and else- 
where assumed, that “‘an increasing pro- 
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portion of British imports, mainly food 
and raw materials, will come under col- 
lective management” (p. 235)—in other 
words, block purchasing and government 
import monopoly. To ask us and others 
to co-operate, on these terms, toward 
freer and more stable trade, is disin- 
genuous. Englishmen may expect the 
central purchasing authority to eschew 
monopsony practices, to avoid ancillary 
bargains, to purchase always in the 
cheapest market, and never to use pur- 
chasing for political-diplomatic purposes. 
Other nations, however, will surely dis- 
count or ignore promises of such ad- 
ministration; England could expect no 
one abroad to acknowledge the fact if, 
miraculously, such promises were carried 
out. Block purchase, by a great trading 
nation, must be regarded as inherently 
discriminatory. Freer trade and reason- 
able equality of treatment are, for Eng- 
land, not compatible with the prohibi- 
tion of private trade. 


If one combines points b and c—and 
separation is fanciful—one gets pure 
bilateralism. Here, perhaps, is the mean- 
ing of “retain all necessary powers.” 
Beveridge’s terms for eschewing bilateral- 
ism are, it seems, carte blanche to prac- 
tice it. “General multilateral trading” 
thus appears to mean only that the Brit- 
ish trading authority would entertain 
bids and offers from many countries! 

The author’s restrictionist predilection 
is evident at many points. 


If, further, Britain seeks full employment in the 
first instance less by increasing free purchasing 
power, which consumers might use for imports, 
than by physical improvements at home, she 
may avoid much of the rise of imports that 
would follow otherwise through full employment 
itself [p. 214]. 


.... the White Paper concentrates too much 
on increasing exports and not sufficiently on 
stabilizing them. “To avoid an unfavourable 


foreign balance, we must export much more 
than we did before the war.” Is this certain? 
There is the alternative of cutting down imports 
and becoming more independent; the figures 
given recently by the Minister of Production 
show how great are the possibilities of self-de- 
pendence, even for Britain [p. 267]. 


Sir William is also adamant against 
living off capital abroad, i.e., against 
borrowing or further repatriation of 
English investments. Kaldor contem- 
plates, with at least statistical equanimi- 
ty, an adverse foreign balance of £130 
million—which seems not extravagant 
for a time, if one shares their concern 
about the technical condition of British 
industry, especially in the export trades. 
It is not clear whether the opposition to 
capital import reflects mainly imperialist 
zeal or reluctance to risk borrowing 
from America or recognition that the 
total scheme would preclude either bor- 
rowing or voluntary capital repatriation. 
Incidentally, the quantitative discussion 
appears to assume that the vast blocked 
balances now due to other countries will 
be funded into low-rate sterling bonds— 
which is unlikely to produce highly satis- 
fied creditors or willing adherents to a 
sterling bloc. 

That Beveridge would offer little for 
American co-operation is clear from his 
remarks about cartels: 

In the fourth place, a problem arises from 
the fact that the course of international trade 
in a number of articles is now determined or in- 
fluenced by international cartel agreements. 
Such cartels may serve a good purpose in sta- 
bilizing trade and production. The whole trend 
of the argument of this Part of the Report is 
towards a management of international trade, in 
place of leaving it to unregulated competition. 
That is to say, it is towards that for which the 
cartels stand. To attempt to destroy or stop 
cartellization would, therefore, be a contradic- 
tion of policy..... What is wanted is that 
those who have the responsibility of conducting 
great and highly organized industries should 
come to regard themselves as the agents of & 
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wider policy than that of their business. Just 
under what forms and by what institutions this 
can best be accomplished can probably be 
jarned only by experience [p. 238]. ‘ 


Unlike many American economists, 
Beveridge is at least consistent in his 
attitude toward cartels and commodity 
agreements. The case for points b and c is 
argued in terms of the need for stabilizing 
overseas demand—admittedly a pre- 
sumptuous enterprise for Britain, to be 
pursued on behalf of favored areas. Here 
the author reveals a preoccupation with 
fluctuations in raw-materials prices as 
causal prices in “the cycle”—a thesis 
stressed at many points. This notion of 
causality is perhaps an unavoidable in- 
cident of long study of time series. The 
argument makes some sense as support of 
a commodity-reserve currency but is, I 
think, simply spurious as exculpation 
of cartels or as commendation of 
output-restricting, relative-price-raising 
schemes." 

The most ominous feature of the Bev- 
eridge program is an omission. The post- 
war dollar-sterling rate is, I believe, not 
once mentioned in the book! It may be 
unfair to put the worst construction on 
ambiguities and on a chapter which, 
while pleading for American co-opera- 
tion, lays down impossible British terms. 
In any case, one may be pardoned for 
filling in an exchange-rate policy as best 
one can—and for resting one’s case 
against the program largely on so crucial 
an omission. 

Given a not overvalued pound, the 
Beveridge program, if not simply in- 
operable, might belie my interpretations. 
It might involve only moderate inter- 


See, for argument on these points, my “Eco- 
nomic Stability and Antitrust Policy,” University of 
Chicago Law Review, XI (1944), 338-48; also a re- 
view of Benjamin Graham, World Commodities and 
World Currency, in Journal of Political Economy, 
this issue, pp. 279-81. 


vention at home and only provisional, 
temporary departure from decent com- 
mercial policy. However, everything in 
the program implies determination to 
keep the pound at its present dollar price 
or as high as may be necessary to afford 
large scope for discriminating controls. 
This is the obvious means to better terms 
of trade—and for propping up real in- 
come; and it is the natural inference from 
discussion which is everywhere preoc- 
cupied with leakages and only vague and 
wishful about the volume of exports. 

Given a radically overvalued pound, 
block exporting is specified by implication. 
Importation would be nominally very 
profitable—for the government; export 
would be nominally unprofitable—and 
thus dependent on subsidy. Whether Sir 
William intends it so is not clear. He 
mentions the possible necessity of gov- 
ernmental enterprise in export produc- 
tion™ and of subsidies for cost-reducing 
investment in the export trades. One of 
his arguments against Route III is that 
it might unduly increase consumption at 
the expense of necessary investment— 
which, unless he means governmental 
investment, sounds strange in a Keynes- 
ian context. However, if my interpre- 
tations are ungenerous, it would be 
more ungenerous to suppose that Bev- 
eridge did not understand his own scheme 
or could not, if he chose to do so, fill in 
the omissions. 

England, to be sure, will find it hard 
to maintain her standard of living or her 
position as a great power. Collectivist 
trading abroad may permit betterment 
of her terms of trade—in the absence of 
effective retaliation. But it invites a kind 

14 “Tf buoyancy of the home market should cause 
British industrialists to neglect the foreign market, 
it would be necessary for the Government either to 
create sufficient inducements for private traders to 


export or itself to take a hand in the export busi- 
ness” (p. 211). 
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of economic warfare which England can 
initiate only at grave risk to her own 
security and to peace for the world. What 
alarms me, as an ardent Anglophile, is 
that such English policy is incompatible 
with Anglo-American solidarity; indeed, 
it promises sharply to divide those solidly 
democratic nations whose close collabora- 
tion seems indispensable to a good peace. 
Espousing governmental trading, Eng- 
land may force such trading on neigh- 
boring countries whom we also cherish as 
close friends and allies. She may create 
an awful problem for the Dominions— 
and perhaps a struggle for their eco- 
nomic allegiance. Besides, she may ag- 
gravate indefinitely the international 
problem of colonies and mandates—dis- 
qualifying herself, at least in our eyes, 
for the wide trusteeship which an open- 
door policy commended and justified. 

Does Beveridge intend to propose that 
we establish federal monopoly of foreign 
trade as a condition of English collabora- 
tion, and, alternatively, that the two na- 
tions divide the Western world into 
separate and rivalrous trading systems, 
one moving close to Russia, the other 
thereby pushed further away? This I can 
hardly believe. So I am driven back to 
my first hunch: it is all a nightmarish 
construct, designed to overcome our 
lethargy and intransigence. But is it? 
I simply do not know. It is either a 
devilish fine piece of English diplomacy 
or a brilliant plan for a free society to 
end free societies. 

Trying to interpret and criticize the 
Beveridge program, I have certainly 
not done justice to the book. It is ex- 
cellently organized, well written, abun- 
dantly informative, and rich in statistical 
data. The style and pace reveal the hand 
of an experienced journalist. Few major 
policy problems are left aside; a fine bal- 
ance in relative emphasis is achieved; 


and the policy prescriptions, like the 
discussion, are comprehensive and in- 
tegrated. 

§ The best of the text, of course, is the 
section on “The Facts of Unemploy- 
ment” (pp. 50-90), an admirable sum- 
mary of the author’s earlier work. Few 
will question his argument for organized 
mobility of labor, i.e., for an integrated 
system of employment exchanges, to- 
ward which England has made only some 
headway and the United States really 
none. 

On many important issues, the policy 
judgments and supporting arguments 
are unsurpassed, e.g., on the case for a 
stable price level. 


. .. . adoption by the State of a definite policy 
in regard to prices, becomes an almost inevit- 
able accompaniment of a policy of maintaining 
employment, in a progressive society. This is an 
issue which, though certainly not absent from 
J. M. Keynes’ mind, is not treated by him at 
any length [p. 1o1]. 


In the prospective circumstances of Britain, the 
ingenious arguments which have been advanced 
in the past, on the one hand for a policy of gent- 
ly falling prices and on the other hand for a 
policy of gently rising prices, lose their validity. 
A falling price level increases the share of the 
total income going to rentiers. This, in view of 
the inevitably large national debt, is a grave 
disadvantage. But it does not justify the oppo- 
site suggestion that the right policy is one of 
rising prices, so that the claims of rentiers are 
cut down automatically. In future, with the 
vastly increased proportion of aged persons in 
the total population, the numerically most im- 
portant class of rentiers will be old-age pension- 
ers. If it is desired to cut down the gains of 
rentiers, or any particular class of them, that 
should be done directly through taxation—by 
death duties, by differentiation between earned 
and unearned incomes, and in other ways. Let- 
ting the price level rise is a clumsy form of taxa- 
tion [p. 202]. 


With these persuasions, Beveridge might 
have advocated, as a monetary-fiscal 
program, the most expansive budgetary 
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arrangements consistent with price-level 
stability—which would open, instead of 
close, the way to international (Anglo- 
American) co-operation. 

He is wisely critical of schemes (the 
Lever Brothers pamphlet and the White 
Paper) for stabilizing either total in- 
vestment or total outlay by variable out- 
lay for public works (pp. 180-84, 261- 
63). He firmly rejects the use of variable 
social-insurance contributions with, 
among others, one argument which 
should settle that issue for good: “. . . . if 
it is good for social insurance contribu- 
tions it is even better for general taxa- 
tion” (p. 264). Even those who will have 
none of his centralized, discretionary 
control (Investment Board) will like the 
discussion of industry location, as a 
problem of urban and regional planning, 
and feel obliged to study other control 
devices less incompatible with the rule of 
law. Account must be taken of his (and 
Worswick’s) point that labor is far more 
mobile among industries or occupations 
than among localities. 

In short, this second Beveridge Report, 
like the first, richly rewards the reading, 
especially for those who dislike its pro- 


gram. 
THE OXFORD STUDIES 


Systematic comment on the Oxford 
studies is not appropriate here, for the 
central ideas and proposals are incorpo- 
rated in the Beveridge book. Several of 
the essays, moreover, are very repetitious. 
The most exasperating is Schumacher’s. 
But those of Kalecki and Balogh are 
more stimulating and analytical and 
deserve attention. 


KALECKI 


Kalecki presents an admirable, concise 
statement of hyper-Keynesian doctrines. 
His general position is familiar. It rests 





partly on a capital theory for the firm 
(increasing risk) which strikes me as 
merely misleading—implying or assum- 
ing that new investment must come from 
old firms, that prosperous firms will find 
it increasingly hard to attract new capital 
as they prosper, and that large firms can 
acquire new capital only on less favorable 
terms (including higher flotation costs!) 
than small ones. (Being distressed about 
merely private economies of monopolis- 
tic size, I wish the latter implications 
were realistic.) I can likewise find little 
sense in his discussion of the widening 
and deepening of capital—although the 
argument that deepening requires direct 
governmental action may accurately re- 
flect the degree of competition and en- 
terprise recently prevalent in England. 
Kalecki proposes to measure rise in labor 
productivity as though it were inde- 
pendent of capital increase and then to 
determine how much additional capital 
is needed to equip for sustained full em- 
ployment. Evidently the capital-labor 
proportions are fixed, save for technical 
innovations; deepening depends ex- 
clusively on such innovations; and they, 
in turn, are rare or discontinuous if not 
revolutionary. If this is the new capital 
theory, The Nature and Necessity of In- 
terest is indeed a great book. Incidentally, 
Kalecki’s general argument, like that of 
his colleagues (save Kaldor) implicitly 
does violence to the facts of life, especial- 
ly as regards the quantitative possibili- 
ties of raising consumption by leveling 
the income distribution. 

Kalecki is more engaging and more 
academic in his practical proposals than 
in his general theory. His interest-rate, 
debt-policy scheme, adopted by Bever- 
idge, is mentioned above (pp. 214 ff.). 
He is less worried than Beveridge about 
too rapid increase of wage rates; for it 
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need not, he says, cause increase of 
prices; it can be offset by subsidies, fi- 
nanced by additional taxes on the up- 
per incomes! Moreover, this would re- 
duce deficits; for the taxes, coming part- 
ly from savings, would have to yield far 
more than the subsidy outlays. Some of 
Kaldor’s arithmetic would be useful at 
this point! Incidentally, this scheme, 
starting with a general excise on all em- 
ployment (“‘employers’ contribution”), 
would add a general subsidy for all con- 
sumer-goods production—all summing 
up to a differential penalty on capital- 
goods production or real investment! 

The increase of income tax, he admits, 
might impair incentives to invest. But 
that is easy. Just “modify” the income 
tax, so that the added rate would apply 
to income calculated before depreciation 
but with deduction for new real invest- 
ment! The base for the added rate would 
thus be consumption plus hoarding. His 
colleagues (but not Beveridge) take this 
scheme very seriously—as will, perhaps, 
Professor Fisher and as anyone familiar 
with tax procedure or accounting will 
not. A new enterprise, with large cur- 
rent investment and little current reve- 
nue, would certainly come off badly. If 
carry-forward is contemplated, then the 
scheme merely denies depreciation on 
past investment, while permitting it for 
investment postdating the “modifica- 
tion”—and with minimum instead of 
maximum rates of charge! 

Kalecki may have more misgivings 
about this “modified income tax” than 


do his colleagues. He proposes an alter- - 


native: finance the subsidies out of an 
annual capital levy, i.e., with a heavy, 
flat-rate general property tax—which in 
theory, to be sure, avoids relative penal- 
ty on investment by an equal tax on 
hoards. American economists are un- 
likely to applaud this fiscal discovery! 


But, to repeat, the essay as a whole de- 
serves attention as a brilliant summary 
statement which reveals clearly the vir- 
tues and the faults of the new economics, 


BALOGH AND FOREIGN-TRADE POLICY 


Balogh presents a sophisticated at- 
tack on classical doctrines, showing what 
the new economics contributes to for- 
eign-trade theory. His central proposi- 
tions may perhaps be stated as follows: 
(1) direct, discriminating controls per- 
mit a nation, after disturbance of its in- 
ternational position, to readjust with 
better results all around than would be 
possible by adherence to classical, over- 
all devices (deflation or devaluation); 
(2) stable trade within a discriminating 
bloc of nations co-operating in full- 
employment programs (monetary stabi- 
lization?) may be more advantageous for 
all members than unstable, undiscrimi- 
nating trade on a wider or global scale; 
(2a) backward nations may be more 
prosperous and progressive, without 
capital imports, as members of such a 
sterling bloc than they would be, with 
American loans, as participants in a 
larger, unstable system of free or undis- 
criminating trade. 

Under governmental trading, as un- 
der collectivism in general, the most im- 
probable results are conceivable; under 
free trade, enough monetary instability 
can be disastrous. So I see little reason to 
question Balogh’s formal position—save 
when he transcribes the “‘possibly may 
be” of his argument as “probably will 
be”’ in his conclusion. 

The classical devices work well only 
with “highly inelastic expectations” in 
the whole trading system—or, as I pre- 
fer to say, only with an accepted, imple- 
mented policy of monetary stabiliza- 
tion, in the dominant nation and/or as @ 
matter of organized co-operation among 
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the financial powers. The old regime was 
good only as regards relative prices, rel- 
ative price and wage levels, and, save 
for the gold standard, exchange rates. 
Under the gold standard, each national 
financial structure was like a single bank 
in a system of banks with negligible re- 
serves, no central fisc, and (hence) no 
central bank. Almost any national ar- 
rangements might work better than par- 
ticipation in such a collapsible banking 
system. Even so, Balogh’s propositions 
have only the dubious virtue of being 
formally unassailable, like the infant- 
industry case for protection. 

Conventional price theory presupposes 
a fisc that sustains over-all monetary 
stability; and it points implicitly to such 
an institution as indispensable for good 
functioning of a free-market economy. 
The old foreign-trade doctrines implicit- 
ly involved some corresponding assump- 
tion—anomalously, to be sure, since a 
powerful international fisc is almost in- 
conceivable. In this way, however, they, 
too, indicated sound policy objectives, 
ie., co-operative stabilization of a domi- 
nant currency and/or internal stabiliza- 
tion of particular currencies with flex- 
ible, free-market exchange rates. 

The old economics is commended by 
its normative implications, by its defi- 
nite first-approximations of policy goals. 
It stands or falls less as an analysis of an 
institutional system than as a device for 
diagnosing its faults and for describing, 
in important aspects, a good system 
which the actual one approximates and, 
with proper measures, can approximate 
more closely. Its strength is in its im- 
plied political philosophy. Its wisdom is 
that of seeking solutions which are with- 
in the rule of law, compatible with great 
dispersion or deconcentration of power, 
and conducive to extensive supranation- 


al organization on a basis that facilitates 
indefinite peaceful extension. 

Certainly another kind of system, 
ruled by authorities, might be more effi- 
cient and more progressive—if one ex- 
cludes liberty as an aspect of efficiency 
and capacity for freedom and responsi- 
bility, among individuals and among na- 
tions, as a measure of progress. Discre- 
tionary authorities, omniscient and be- 
nevolent, surely could in some sense do 
better than any scheme involving demo- 
cratic, legislative rules and competitive 
dispersion of power. After any disturbing 
change they could promptly effect the 
same arrangements which competition 
would achieve slowly or with “‘unneces- 
sary” oscillations. Indeed, they could 
probably avoid all real disturbances by 
anticipating them! But some of us dislike 
government by authorities, partly be- 
cause we think they would not be wise 
and good and partly because we would 
still dislike it if they were. 

The case for a libertarian system with- 
in advanced nations is, I think, very 
strong: competitive dispersion of power 
is preferable to syndicalist civil war and 
to collectivist power concentration. Even 
stronger is the case for libertarian trad- 
ing among all the more democratic na- 
tions. If some nations or blocs might 
gain by governmental trading, it offers 
no promising basis for international or- 
ganization—only prospect of organized 
rivalry, which would divide the democ- 
racies into mutually hostile camps and 
thus create disorder, insecurity, and ag- 
gression throughout the world. 

The old monetary-commercial sys- 
tem, with all its faults, did involve a 
substantial measure of real international 
organization. This organization was im- 
plicit in subtle restraints or self-denying 
ordinances as to national foreign-trade 
practices. How substantial and precious 
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it was became apparent only as it was 
lost during the thirties. The loss may be 
charged mainly to America. But a first 
step toward a good peace is the rebuild- 
ing of what was so recently destroyed, 
i.e., restoring minimal standards of in- 
ternational decency in national commer- 
cial practices. We must, of course, go 
much further, not only with positive 
monetary collaboration but also in trans- 
lating the formality of nondiscrimination 
into greater reality and substance—not 
to mention “level of treatment” and 
freer trade. But it is reckless to dismiss 
as unimportant the old formal equality 
of treatment—as it is to impugn “‘mere- 
ly” formal equality of persons before the 
law. 

Realistic policy will seek to recapture 
what little international organization we 
had achieved, as a step toward the much 
more that is requisite for peace. Formal 
equality, under a multitude of tariff 
rates frequently altered, may seem only 
nominally different from discriminating 
control—and, of course, might be more 
harmful all around. In fact, however, if 
not inherently less discriminatory and 
less restrictive (as I believe), it is 
less likely to induce hostile retaliation 
or cumulative counterrestriction. More- 
over, while it may, as with us, involve 
awful legislative abuse and corruption, 
it is still legislative—another formal 
matter not to be lightly dismissed. 

If what Balogh really means is that, as 
international traders in the thirties, 
European nations behaved as well as or 
better than the United States, let him 
have it so. He makes a strong case for 
bilateralism as a European reaction to 
our awful behavior—and for our talking 
softly about foreign evils in commercial 
policy. His prescriptions for the future, 
however, are made of recriminations 
about the past. There is no world order 
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ahead on his policy road. That European 
bilateralism is defensible as a reaction to 
American deflation certainly does not 
commend either as an element in an in- 
ternational postwar program—and the 
same must, of course, be said of our bi- 
lateral foreign lending, i.e., of “tied” 
loans. 

Balogh’s essay, properly construed, is 
an argument for Anglo-American co- 
operation in monetary-fiscal stabiliza- 
tion. The argument is a closely reasoned 
amalgam of Keynesian and classical 
economics and is perhaps meticulously 
correct. The conclusions, however, are 
extremist and belligerent, calling his 
adopted country, her friends, and all 
available recruits to economic organiza- 
tion against the United States. Their 
general tone may be indicated by twosec- 
tions of his summary. 


Small and poor countries are likely to lose 
most from a restoration of the uncontrolled ac- 
tion of international market forces. The highly 
imperfect character of the international mar- 
kets for manufactured goods, the high risk and 
the automatic acquisition of selling power in the 
lands of large economic areas will tend to sta- 
bilize their existent inferiority. Their internal 
investment, and hence their economic progress, 
would be restricted, and their employment pol- 
icy imperilled . . . . [Oxford Studies, p. 179]. 

The advantages which a poorer country join- 
ing such a regional block would derive, in secur- 
ity of employment, high productivity and rapid 
economic progress through planned redistribu- 
tion of industrial resources and skill, should se- 
cure the adherence of most countries, even 
against the blandishments of foreign loans from 
possibly adversely affected export surplus coun- 
tries [ibid., p. 180}. 


Balogh and Beveridge would complete 
a destruction of international political- 
economic organization which the thirties 
began—perhaps because it is a kind of 
organization that requires American 
leadership or participation. This might 
be a proper penalty for our past sins. It 
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might, as a long-odds venture, increase 
England’s relative power and eventuate 
in a powerful sterling empire. It certain- 
ly is not compatible with much liberty 
within nations or with much peace 
among them. Moreover, it would leave us 
in much the kind of world that we Ameri- 
can interventionists and Anglophiles 
portrayed as the likely outcome of ir- 
responsible isolationism, i.e., of a Ger- 
man victory. 

1 The important criticisms of the Bev- 
eridge-Oxford program have to do with 
political philosophy more than with eco- 
nomics. A libertarian indictment of the 
program might run somewhat as follows: 
it largely ignores all the hard problems 
of “freedom versus organization”; it 
would singlemindedly pursue certain 
narrowly economic ends at frightful cost 
or risk in terms of other values; it con- 
templates a kind of national economy 
that precludes effective international or- 
ganization or minimal solidarity among 
the Western democracies; it repudiates 
the democratic process of rule-making 
in favor of “democratic” empowering of 
authorities, i.e., in favor of “‘plebicitary 
democracy”; ‘it rejects democratic dis- 
persion of power, decentralization and 
federalism in government, and the in- 
strumental state, in favor of dominant 
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central-government authority; it cuts 
away economic freedom as a bulwark of 
other liberties and makes an end of the 
modern separation of economic and po- 
litical; trustful of government and au- 
thorities, it is distrustful of society and of 
responsibly free citizens; it would end the 
rule of law by the delegation of powers. 
Some such distortion or disordering of 
values is perhaps an inescapable conse- 
quence of the great depression and the 
war. The craving for proximate security, 
national and individual, has become a 
dangerous obsession—dangerous not on- 
ly to other values but especially, if one 
sees beyond tomorrow, to security it- 
self. Real security requires organization 
for progressive dispersion of power, with- 
in nations and among them. The plan- 
ning of Beveridge and his colleagues of- 
fers only extreme national concentration 
—which at best can only impose peace 
within nations while precluding peace 
among them. 

These two books afford eloquent testi- 
mony on one obvious point: there will 
be no good peace unless the United States 
boldly leads the way toward freer trade 
and monetary stability in the Western 
world. 


UNIVERSITY OF CHICAGO 











POST-WORLD WAR I PRICE MOVEMENTS AND PRICE POLICY: 


EUGENE ROTWEIN 


T in November, 1918, the nation 
was pitifully unprepared to meet 


its postwar problems is a common- 


place—all too vividly confirmed in the’ 


grinding turmoil of the succeeding years. 
We are told that, during the war, sugges- 
tions to prepare for the return to peace 
were frequently considered traitorous. 
Congress, having given perfunctory at- 
tention to reconstruction investigations 
urged by its few farsighted members, 
consigned the bills and resolutions to 
committees—where they remained. Pre- 
occupied with conducting the war, the 
President, when pressed, gave out state- 
ments ad hoc and quickly returned to 
more immediate tasks. The Armistice 
came sooner than expected, surprising 
even high-ranking officials, and the na- 
tion, without plan, without guidance, 
was left to stagger back to “normalcy.” 

Some, taking their cue from the con- 
spicuous absence of planning for peace, 
have concluded that the problems of 
transition were virtually ignored by 
everyone. The evidence will not support 
this view. There were many—public 
officials, industry representatives, in- 
formed spokesmen—who, appreciating 
the gravity of the times, urged the formu- 
lation of comprehensive controls de- 
signed to ease the return to peacetime 
equilibrium. But they were operating in 
a milieu highly uncongenial to their point 


* The writer wishes to express his gratitude to 
James S. Earley and Walter S. Salant for their many 
invaluable suggestions in the preparation of this 
paper and to Stella Stewart for her kindness in 
making available to him the files of the Division of 
Historical Studies of Wartime Problems in the 
United States Department of Labor. 


of view. Practical politics, distrust of 
planning, wishful thinking, and plain 
inertia—all effectively blocked them, and 
their appeals went unheeded. 

Among the problems examined was 
the necessity for a continuation of pricg 
control after the war. Owing probably to 
the novelty of price control itself, few, 
however, explored this question. Those 
who did, as we shall see, unfortunately 
based their proposals on a mistaken 
prognostication as to future price move- 
ments. But events, as usual not waiting 
on theories, made action unavoidable. 
The spectacular developments in the 
two years following the war’s end com- 
pelled government intervention in re- 
peated attempts to control prices. What 
the government did, what it thought, 
make this period—whose lessons are so 
lucidly written in the order of events it- 
self—a particularly appropriate field for 
examination at a time when postwar 
price control is again under considera- 
tion. 


I. STATUS OF PRICE-FIXING AGEN- 
CIES DURING THE WAR 


Price control during World War I 
emerged chiefly in response to specific 
needs as they arose, little attempt being 
made to formulate a comprehensive pro- 
gram designed to control the general 
price level. Consequently, there were 
numerous agencies in one way or another 
regulating specific prices. These included 
the Fuel Administration, the Food Ad- 
ministration, the Price Fixing Commit- 
tee, the War Industries Board, the War 
Trade Board, the Navy and War depart- 
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ments, the Federal Trade Commission, 
and the Department of Agriculture. Of 
these, only the first three were agencies 
whose principal function was price con- 
trol. In this regard the role of the others 
was relatively minor, and on the whole 
they relied on these three agencies for 
price management. 

The food and fuel administrations, 
within whose purview resided the control 
of retail prices, were established by the 
President under powers granted him by 
the Lever Act of August, 1917, an act 
which was to continue in force until the 
signing of the peace treaty.” 

The Price Fixing Committee, which 
controlled prices of commodities consist- 
ing chiefly of basic industrial materials, 
occupied a status similar to that of the 
War Industries Board. The chairman of 
this board had been empowered with 
making “the ultimate decision on all 
questions except the determination of 
prices.” To fulfil this need, the Price 
Fixing Committee was established as a 
separate agency in March, 1918. The 
War Industries Board itself was largely 
an outgrowth of the Council of National 
Defense, which was created by Congress 
in 1916 for “the coordination of indus- 
tries and resources for the national se- 
curity and welfare.”’ This council pos- 
sessed advisory powers only, and the 
War Industries Board, which was created 
on July 28, 1917, also operated in an ad- 
visory capacity but derived additional 
power through an express delegation by 
the President in March, 1918. 

The Price Fixing Committee likewise 
occupied a highly amorphous position. 
When accepting the appointment as 


* For a detailed treatment of these agencies see 
W. C. Mullendore, History: of the United States 
Food Administration, 1917-19 (Stanford University, 
1941), and P. W. Garret, Government Control over 
Prices (Washington, 1920). 


chairman of this committee, Robert 
Brookings stated: “I am of the opinion, 
Mr. President, that this price-fixing 
problem without further legislation is 
likely to become more and more involved. 
However, I am willing to assume to the 
best of my ability any responsibility 
when sustained by your authority.’ 
During the months that followed, al- 
though Brookings again expressed anxi- 
ety over the lack of legislative authority,‘ 
nothing was done to secure it. Neverthe- 
less, operating without a specific enabling 
act, the committee continued its activi- 
ties until the Armistice. 

Thus at the Armistice the food and 
fuel administrations possessed legislative 
authority to continue in operation and 
enforce their regulations beyond the pe- 
riod of actual military activity. The ex- 
istence of the Price Fixing Committee, on 
the other hand, was considered to depend 
exclusively on executive authority which 
would terminate with the cessation of 
hostilities. 


3 W. H. Moore, Dissolution of the War Industries 
Board and Release of Its Industry Controls (Division 
of Historical Studies of Wartime Problems, United 
States Department of Labor, “Historical Study,” 
No. 56 [Washington, December, 1942]), p. 61 
(cited from Library of Congress, Manuscript Divi- 
sion, Wilson Collection, VI, 206B). 

“The Government in fixing prices made it per- 
fectly clear that there has been no legislation that 
authorizes us to fix prices,” Brookings later told one 
industry. “We represent here the President, pure 
and simple . . . . and all special and implied author- 
ity is in the hands of the Commander-In-Chief in 
wartimes” (“Meeting with the Representatives of 
the Sulphuric and Nitric Acid Industry, Decem- 
ber 3, 1918,” Minutes of the Price Fixing Commitice 
of the War Industries Board (printed for the Special 
Committee Investigating the Munitions Industry 
(74th Cong., 2d sess. [Washington, 1936})], p. 1749). 
For a full treatment of the powers and procedures 
of the Price Fixing Committee see F. W. Taussig, 
“Price Fixing as Seen by a Price Fixer,” Quarterly 
Journal of Economics, XXXIII (1919), 205. 


‘Letter to B. M. Baruch, August 9, 1918, 
National Archives, War Industries Board Files, 
4-A1, Tray 1. 
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The immediate post-Armistice fate of 
these agencies, while most intimately re- 
lated to the prevailing attitude toward 
the need for price control after the war, 
is best understood when seen as a facet 
of the general pre-Armistice indifference 
to all problems of demobilization. 


Il. PLANNING FOR POSTWAR 
PRICE CONTROL 


A. PRE-ARMISTICE APATHY TOWARD DE- 
MOBILIZATION—PROLOGUE TO 
DISASTER 

During the months preceding Novem- 
ber 11, 1918, the problems of the transi- 
tion to peace were regarded as remote, 
and in many quarters a concern over the 
“aftermath” was frowned upon as an in- 
fluence undermining the war effort. The 
record of Congress during this time was 
characterized by sporadic display of ap- 
prehension usually culminating in the in- 
troduction of resolutions calling for de- 
mobilization investigatory commissions. 
Warnings as to the consequences of 
‘a failure to prepare were frequently 
voiced,’ but the resolutions, sent duti- 
fully to committee, receded into the 
maze of congressional machinery and 
were never heard of again. 

President Wilson frequently spoke of 
his intention of forming a demobilization 
commission, but, absorbed in military 
matters, he regretted that he was unable 
at the time to address himself to the 
problems of readjustment. On July 23, 
1918, the President wrote Senator Owen: 


5 Said Congressman Meyer London in submitting 
a resolution on October 18, 1918: “We are on the 
threshold of peace . . . . strange as it may seem the 
country is not ready for peace. We have made no 
provision for the great disturbance in business, for 
the dislocation in industry, which will come with 
the return of millions of men from camps and 
trenches, for the contingency which will arise by 
reason of the dismantling of munitions factories 
of which there are almost 40,000” (Congressional 
Record (65th Cong., 2d sess.], p. 11377). 
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“It does not seem to me that just now 
very much can be done by way of prepa- 
ration because of our concentration upon 
other things.’” 

Public officials and the community at 
large apparently believed discussion of 
transition problems detrimental to the 
prosecution of the war and consequently 
were reluctant to make any comments 
whatever on such matters. On October 
16, 1918, the War industries Board re- 
leased this statement: “It is the opinion 
of Mr. Baruch that the time is critical 
and that the thought of everyone should 
be concentrated on war work. He said he 
did not approve of discussions now of 
after-the-war plans and policies and 
could see no benefits to flow from the 
creation at this time of commissions or 
other bodies to consider such matters.” 
In view of the temper of the times, in 
which postwar talk was frequently 
scorned as unpatriotic, it is perhaps 
more understandable that the Council 
of National Defense should have spoken 
of its establishment of a Reconstruction 
Research Commission in early 1918 as 
though it were a feat requiring the ulti- 
mate in daring.® 

Apathy and cultivated disdain to- 
ward postwar problems manifestly did 
not induce a receptivity to a thorough 
examination of the need for a price-con- 
trol authority after the war’s end. Pro- 
crastination in formulating a reconstruc- 


* Moore, op. cit., pp. 8-9 (cited from Wilson Col- 
lection, VI, 4662). The President, furthermore, 
seemed to be afflicted with doubts as to the type 
of commission most appropriate to the circumstances 
(see his letter to E. A. Filene of the United States 
Chamber of Commerce in R. S. Baker, Woodrow 
Wilson, Life and Letters (New York, 1939], VIII, 
390). 

? Moore, op. cit., p. 12. 


8 Council of National Defense, Annual Report 
for the Fiscal Year 1919 (Washington, 1919), PP- 
21-22. 
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tion policy, delay in attempting to secure 
legislative authority—the consequences 
of these were beginning to flower. As the 
Armistice approached, the conviction 
grew in Congress that the nation would 
soon be.out of danger. The legislature, 
long chafing under its wartime surrender 
of power to the President and relishing 
the return of its peacetime prerogatives, 
became alarmed over the authority 
vested in the Chief Executive; and, in- 
creasingly concerned with retrenchment 
and economy, it exhibited little disposi- 
tion to appropriate funds for the continu- 
ation of the powerful wartime agencies 
established by President Wilson. Said 
Senator Borah on November 11, 1918: 
“Some days ago the Senator from Vir- 
ginia [Mr. Martin]... . gave out an in- 
terview upon....the curtailment of 
expenditures Outside of the im- 
mediate questions of the war, the most 
vital question with which the country 
has now to deal is that of curtailment of 
expenditures.”’® The President, right up 
to and even after the Armistice, seems 
to have remained undecided as to the 
nature of the controls and agencies 
which the problems ahead would re- 
quire." Executive vacillation could 

*Congressional Record (65th Cong., 2d sess.), 
p. 11535. Congressional defiance was, of course, 
further stimulated by the November 5 elections, in 
which the Administration lost control of the House. 
After the Armistice, congressional clamor for a re- 
duction of expenditures grew more vociferous, the 
economy issue being seized upon as a convenient 
vehicle for underscoring congressional insistence 
upon a return of its peacetime powers. Said Senator 
Gore: “We had to take the chance of waste in the 
haste of preparing for war. We now have the leisure, 
and we are under the heaviest obligation to cut out 
every item of expense that is not dictated by over- 
powering duty or necessity .... while the execu- 
tive branch may in a greater or less measure accom- 
plish this result, the real duty and the real responsi- 
bility belongs to the Congress itself” (ibid., No- 
vember 21, 1918, p. 11607). 


*©On November 18, in a letter to Anna Howard 
Shaw of the Council of National Defense Women’s 
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scarcely have sobered a Congress rap- 
idly growing restive with a yearning for 
a return to normalcy. 

Except for the scattered statements 
of public officials and of some congress- 
men and others, and the highly prelimi- 
nary work of the Council of National 
Defense and the War Labor Policies 
Board, the Armistice arrived without 
serious consideration of the needs of the 
months to follow. In the words of Fred- 
eric L. Paxson: “Before the full implica- 
tion of the word mobilization had been 
digested, demobilization was upon the 
United States, more completely without 
foreknowledge than mobilization had 
been nineteen months before.’”™ 


B. VIEWS ON POSTWAR PRICE CONTROL— 
PREOCCUPATION WITH MITIGATING 
A DEFLATION 


Despite the absence of co-ordinated 
planning, consideration was given to 
postwar price problems by many highly 
placed public officials and by informed 
spokesmen generally. The predominant 


Committee, he wrote: “I doubt if I shall appoint a 
new and separate Reconstruction Commission. I 
have been trying to get the reconstruction work in 
hand through existing instrumentalities, altered in 
their direction and changed a bit in their organiza- 
tion, because I feel that it would take longer to 
start a new commission than would be wise.” 
Later the President was invited to address a Re- 
construction Congress of American Industries, 
called by the United States Chamber of Commerce 
for early December. On November 26 he declined 
the invitation and wrote: “You may be sure that I 
would send a message to the meeting... .if I 
knew a message to send, but frankly I do not. It is 
a time when we must all thoughtfully take counsel 
and apply the wisest action to circumstances as 
they arise” (Moore, op. cit., pp. 11-12 [cited from 
Wilson Collection, YI, 4662, 1019)). 

t1“The Great Demobilization,” American His- 
torical Review, XLIV (1939), 240. Professor Paxson 
adds: “There are moments in the history of mobiliza- 
tion in which the Government of the United States 
looked like a madhouse; but in demobilization there 
was lacking even the madhouse in which the crazy 
might be incarcerated. They were at large.” 
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belief among these objective inquirers 
was that demobilization would necessar- 
ily bring a recession in activity and that 
prices would tumble rapidly. 

The chairman of the Price Fixing 
Committee, Robert Brookings, many in 
the War Industries Board, and other 
high government officials and informed 
journals predicted that the Armistice 
would be followed by a slump of major 
proportions and urged policies addressed 
exclusively to preventing the inevitable 
initial drop in prices from touching off a 
cumulative deflation and a widespread 
disorganization of the economy. Their 
analyses often were not directed explicit- 
ly to price phenomena but rather to the 
general level of economic activity which 
might be expected shortly after the war. 
The implication that prices would fall, 
however, is clear from their forecasts re- 
garding the level of economic activity. 

Chairman Brookings declared that 
“these [wartime] prices cannot be main- 
tained for any period of time after the 
War.’ Dudley Cates, secretary of the 
Capital Issues Committee, wrote: “The 
free operation of economic laws [after 
the war] would result in wide price fluc- 
tuations, unemployment and prolonged 
depression due to shattered values, sus- 
pension of credit and cessation of work.’’ 
Felix Frankfurter, chairman of the War 
Labor Policies Board, in a letter in Octo- 
ber, 1918, wrote: 

The demobilization of the armed forces must 


occur simultaneously with the cessation of the 
production of war materials... . industry will 


12 “Meeting with the Upper Leather Manu- 
facturers, November 1, 1918,” Minutes of the Price 
Fixing Committee, p. 1580. 


43 Memorandum to Charles J. Hamlin, chairman 
of the Capital Issues Committee, December 9, 
1918. Published in Journal of Political Economy, 
under the title “Preliminary Survey of Industrial 
Reconstruction,” XXVII (1919), 39-46. Above 
quotation on p. 39. 


revert slowly and cautiously to its normal 
production, and for a considerable period it 
will not supply sufficient employment for the 
workmen now engaged..... Unless extensive 
preparation is made a period of vast unem- 
ployment is to be expected."4 


While the distinction was not expli- 
citly made, it seems quite clear that 
many of the writers (certainly Brookings 
and Cates) were basing their analyses on 
the assumption that the wartime price 
level was too high to be sustained in the 
long run, and their forecast of a postwar 
collapse was predicated on the belief 
that a short-run transition to long-run 
peacetime levels would occur during 
demobilization." 

Convinced that “‘an industrial depres- 
sion of greater or less magnitude is 
threatened” and persuaded that “prices 


4 Stella Stewart, Post-war Planning of World 
War I (Division of Historical Studies of Wartime 
Problems, United States Department of Labor, 
“Historical Study,” No. 63 [Washington, May, 
1943]), p. 6. The Federal Reserve Bulletin, in its 
January 1, 1919, issue, stated: “In the New York 
district ‘industries are marking time, awaiting de- 
velopments,’ due in part to ‘conservatism in buy- 
ing’ and ‘a feeling that prices will decline and to 
uncertainty as to the Government’s policy relative 
to cancellations and the disposal of stocks of materi- 
als and supplies’” (“The Business and Financial 
Situation in December, 1918,” V, No. 1, 11). An 
editorial article in the Journal of Political Economy 
of December, 1918, stated: “In the absence of a 
plan designed to accelerate business and enterprise, 
an industrial depression of greater or less magnitude 
is threatened, attended by idleness of plants, un- 
employment of labor, and waste of human and ma- 
terial resources” (“The Problem of Demobiliza- 
tion,”” XXVI, 931). David Friday in February, 1919, 
wrote: “The best it [industry] can do is to prevent a 
depression which-will carry our productive capacity 
below normal’’ (“Maintaining Productive Output: 
A Problem in Reconstruction,” Journal of Political 
Economy, XXVII [1919], 123). Writing in retro- 
spect of this period, Warren Persons commented: 
“Upon the ending of the war many careful observers 
predicted a collapse of prices and disorganization of 
industry” (“The Crisis of 1920 in the United States,” 
American Economic Review Supplement, XII 
[1922], 5). 

*sFor a different view, formulated by Irving 
Fisher, see n. 22 below. 
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cannot be maintained for any period of 
time after the War,’’ many officials in 
the War Industries Board and the Price 
Fixing Committee sought a postwar pro- 
gram which would effectively inhibit a 
disorganization of the economy during 
the readjustment period. The objective 
was not to avert further price increases 
(since these were thought improbable) 
but to prevent declines—believed in- 
evitable under the free play of market 
forces—from snowballing into a sweep- 
ing deflation. 

Brookings’ program called for an im- 
mediate reduction of prices negotiated 
with the assistance of the government 
through industry-wide agreements and 
indorsed as “fair prices.” It seems clear 
from his statements that he believed this 
would inhibit price-cutting among sellers, 
induce buyers to place orders, avert fur- 
ther declines, and stabilize the market. 
Brookings said: 

I do believe when the government says to 
the people generally we have fixed this price 
because we think it is a fair price, it gives 
every merchant in the country that has a yard 
of goods to sell something to stand by. The 
President of the United States says this is a 
fair price. Why should you complain? In other 
words, it does help stabilize and maintain the 
market in our judgment.** 


As the Armistice approached, Brook- 
ings at his meetings with industry mem- 
bers urged them to join with the Price 
Fixing Committee in a concerted effort 
to lower prices while the government was 
behind them. Later, when prices should 
begin to fall, any attempt by industry to 
agree to a common price without gov- 
ernment help not only would constitute 
an “infraction of the trust laws” but 
would be less certain of success because 
the prices would lack official approval 
of the government. 


"* Minutes of the Price Fixing Committee, p. 1641. 





I believe that now is the time when the in- 
dustries are getting interested in getting values 
down gradually, getting them down while 
the government is behind them. You cannot 
do such things without infraction of the trust 
laws; you cannot do such thing [sic] as you can 
with us behind you and we all feel that we have 
got to gradually get down to earth again.*? 


In Brookings’ view, then, deflation 
was a distasteful and dangerous (albeit 
necessary) medicine whose shock might 
well incapacitate the patient for a long 
while. He thus hoped to have the dose 
administered under carefully controlled 
conditions in order to minimize, if pos- 
sible, its deleterious effects; and he was 
anxious to institute the treatment im- 
mediately in order to head off the much 
more severe onslaught of a “naturally” 
induced deflation. 

Many in the War Industries Board 
also feared the repercussions of an un- 
controlled deflation, and some form of 
government supervision was believed 
desirable as a means of regulating the 
decline of prices which they thought a 
free postwar market was certain to bring. 
At the beginning of November, Presi- 
dent Wilson selected a committee con- 


17 “Meeting with Upper Leather Manufacturers, 
November 1, 1918,” ibid., p. 1580. Subsequently 
Brookings told other industry members: “One man 
will argue ....as you said to me the other day, 
that you are pushing us over the cliff if you drop 
the price. We think the cliff is there and we are 
letting you over with a good rope and letting you 
down gradually. If the government says this is a 
fair price. You have got a softer market today. If 
that is the case, you were left to the usual influences 
that affect men when they see a situation changing, 
every man trying to get from under as quickly as 
he can; we know that means a rapid break in the 
market unless we through our organization here 
released you from the obligations of the anti-trust 
act or other acts..... As we see it values, have got 
to get down and as we see it today, as the War 
Industries Board sees it, we can be helpful probably 
during the reconstruction period as we have during 
the war period in stabilizing values” (“Meeting 
with the Representatives of the Cotton Fabric 
Industry, November 8, 1918,” ibid., p. 1640). 
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sisting of the war agency chiefs to discuss 
the continuation of controls into the 
post-Armistice period, and shortly after 
the Armistice he requested the counsels 
of the various war agencies to meet and 
formulate legislation which might be sub- 
mitted to Congress." 

The dominant interest in these confer- 
ences was in proposals addressed to mini- 
mum price control. Two suggestions 
urged steps to prevent hoarding, and one 
urged the establishment of a National 
Readjustment Commission which would 
exercise maximum as well as minimum 
price control.’® But this type of view was 
distinctly atypical. Albert C. Ritchie, 
counsel for the War Industries Board, in 
summarizing the conclusions reached by 
the special committee included “the con- 
trol of prices’ but added that it should 
be administered “with special regard to 
minimum rather than maximum.’ Ber- 
nard Baruch submitted a bill which bore 
a striking resemblance to the price- 
maintenance feature of the N.R.A. For 
one year after the war the bill would 
have granted “manufacturers, producers, 
dealers, distributors and other persons” 
the right to enter into “pooling, price- 
fixing or other agreement or agreements 
with reference thereto as the President 
....May approve as appropriate and 
necessary for the protection and preser- 
vation [of business]....; and nothing 


*8 National Archives, War Industries Board 
Files, 1-As, Tray 5s. 


*9 The function of this Readjustment Commis- 
sion was “to prevent extortionate prices to the con- 
sumer or inadequate wages to labor, to determine 
what maximum prices should fairly be paid pro- 
ducers of food, fuel, and raw materials and finished 
products, and what minimum prices should exist 
in order that labor and employer may receive fair 
compensation” (memorandum to Ritchie signed by 
Baruch’s assistant, H. T. Clark, November 14, 
1918, ibid.). 


*° Memorandum to B. M. Baruch, November 6, 
1918, ibid. 


contained in the existing laws against un- 
lawful restraints and monopolies shall 
be construed as prohibiting any such 
agreement.’ 

Belief in the imminence of a severe 
and widespread price decline had thus 


 Tbid. In submitting the bill to the conference, 
Baruch’s secretary added that Baruch suggested it 
“not because he thought such a bill ought to be 
passed but because he thought it was the only way 
in which the problem could be met, and he wanted 
the bill drafted simply for consideration.” It should 
be noted that this plan, unlike that of Brookings’, 
did not call for price reduction and could have been 
used in an attempt to maintain prices at inflated 
war levels. In view of the position adopted by Baruch 
in this bill, it is difficult to understand why Howen- 
stine includes him among those who “‘in the early 
days of the postwar period” thought “desirable” 
and “inevitable” a “natural” readjustment of the 
economy to peacetime conditions through a precipi- 
tous tumbling of war prices and costs to a “bedrock” 
level (see E. Jay Howenstine, Jr., The Economics of 
Demobilization [Washington, 1944], p. 226). It is 
equally dubious that Robert Brookings, who is 
also included in this group by Howenstine, can 
properly be regarded as a proponent of this view. 
Certainly his oft-reiterated argument for a care- 
fully regulated deflation with government assistance 
in order to avoid a cumulative drop in prices and 
costs does not identify him as a member of the 
“natural law” school of thought. Nor does the evi- 
dence adduced by Howenstine referring to a state- 
ment in which Brookings urged steel men in March, 
Igtg, to reduce prices to “actual cost at the present 
time” (ibid., p. 235, n. 13) substantiate Howen- 
stine’s view. For, by inference from his other state- 
ments, Brookings undoubtedly believed that the 
reduction of prices to cost “at the present time,” 
if officially indorsed by the government, might 
moderate the decline and prevent a total collapse 
of markets. That a belief in the necessity for a 
thorough deflationary cost-price readjustment was 
held at this time is not denied (cf. B. M. Anderson, 
Jr., Price Readjustment, (New York: National Bank 
of Commerce, December, 1918]). But in official 
policy-making circles concerned explicitly with the 
price problem it did not, to this writer’s knowledge, 
gain force until the issue was brought to a head 
with the formation of the Industrial Board in Febru- 
ary, 1919. In no event, however, can it be ascribed 
to either Brookings or Baruch “in the early days of 
the post-war period” (On December 3, 1918, Brook- 
ings made a statement which, although not indors- 
ing the belief in the therapeutic effects of cumu- 
lative deflation, seems to represent a departure from 
his earlier views. For comment on this see below, 
n. 28.) 
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taken root to such a degree that few, if 
any, contemplated the likelihood of a 
continuance of inflationary pressure after 
the war.” Little emphasis, consequently, 
was placed on continuing the maximum 
price program in existence, attention 
being focused predominantly on the need 
for introducing minimum price control 
in the hope that a market, dormant in 
expectation of further price declines, 
would be actuated by price floors.” 
During the weeks following the Armi- 
stice, the conviction grew that prices 
would shortly begin to fall, and officials, 
believing the existing structure of price 
ceilings to be useless, urged its abandon- 
ment. “The emergency war need for 


* The one notable exception to this was the view 
adopted by Irving Fisher, who, in a study for the 
Department of Labor (“The New Price Revolution,” 
Economics of the Construction Industry [Washington: 
Public Works and Construction Division, Depart- 
ment of Labor, 1919]), contended that prices had 
reached a permanently higher level and that, since 
no further readjustment was required, there was no 
reason for postponing purchases. His study also 
emphasized continuing price increases rather than 
declines, the consequences of the former being re- 
garded as more serious than those of the latter. 
However, his contention that prices Would remain 
at least at the same level in the long run apparently 
did not exclude the possibility of a collapse in the 
short run—that is, in the immediate postwar 
period. This is to be inferred from the official posi- 
tion adopted by the Department of Labor following 
this study, which embraced a vigorous “Buy Now” 
campaign designed to avoid stagnation. This posi- 
tion did not crystallize, however, until the beginning 
of 1919, when it began to appear that prices would 
not fall sharply. It is interesting to note that Fisher’s 
emphasis on rising prices shortly proved to be well 
placed, but, in view of the collapse in 1920 and the 
lower price level which obtained throughout later 
years, his prognostication was somewhat unfortu- 
nate, 

“Perhaps the most forthright program for 
dealing with postwar prices was presented by Dudley 
Cates. “After the war,” he wrote, “the problem will 
be to stabilize falling prices and to get the supply 
absorbed. Instead of rationing and maximum price- 
fixing, the process should be one of guaranteeing a 
minimum price over a limited period and holding 
the supply open to any purchaser at the fixed 
price” (“Preliminary Survey of Industrial Recon- 
struction,” Joc. cit., p. 43). 








POST-WORLD WAR I PRICE MOVEMENTS AND POLICY 241 


fixing prices has ceased,” said Brook- 
ings.** Baruch, in his letter of resignation 
to the President on November 27, ex- 
pressed a similar point of view.** Herbert 
Hoover, the Federal Food Administra- 
tor, said at a meeting in Washington 
held on November 12, 1918: 


We should begin at once to relax the regu- 
lation and control measures of the Food Ad- 
riinistration at every point where they do not 
open a possibility of profiteering and specu- 
lation. .... I look now for a turn of American 
food trades towards conservative and safe 
business because in this period that confronts 
us, with the decreased buying power of our 
own people, of uncertainty as to the progress of 
world politics, with the government in control 
of exports and imports, he would be a foolish 
man indeed who today started a speculation in 
See The major necessity for law in 
repression of speculative activities is to my 
mind rapidly passing. 


While maximum price control was re- 
garded as no longer necessary, many im- 
portant officials, as we saw, hoped that 
some type of minimum price control 
would be authorized for the demobiliza- 


74“‘Meeting with Representatives of the Sul- 
phuric and Nitric Acid Industry, December 3, 
1918,” Minutes of the Price Pixing Committee, p. 
1744. “You see,” he added later, “our prices are 
maximum prices and as a matter of fact all the mar- 
kets are softening as a result of the cancellations of 
war contracts, and it is apparent that it [the re- 
tention of ceilings] would be of no value to the 
market ....” (ibid., p. 1745). 


“The main function of the War Industries 
Board,” he said, “was to obtain the materials re- 
quired for carrying out the military program for the 
United States and the Allies, with as little disloca- 
tion as possible. To do this, it was necessary, in 
some instances, to restrict non-war production, and 
to fix maximum prices. With the signing of the 
Armistice and the consequent cancellation of con- 
tracts, there was no longer a shortage of materials 
and the War Industries Board immediately removed 
its curtailments. In like manner, the necessity for 
maximum prices is rapidly disappearing, except in a 
few isolated cases which can best be regulated 
through the War Labor Board” (Moore, op. cit., 
Pp. 29). (Italics mine.) 


%6 Mullendore, op. cit., pp. 350-51. 
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tion period. Their hopes were shattered, 
however, when on the second of Decem- 
ber the President resolved the entire is- 
sue by an immediate relaxation of con- 
trols and inaction so far as minimum 
price control was concerned. 

In a message to Congress, President 
Wilson said: 


So far as our domestic affairs are concerned, 
the problem of our return to peace is a problem 
of economic and industrial readjustment. That 
problem is less serious for us than it may turn 
out to be for the nations which have suffered 
the disarrangements and losses of war longer 
than we. Our people, moreover, do not want to 
be coached and led. They know their own busi- 
ness, are quick and resourceful at every re- 
adjustment, definite in purpose and self-reliant 
in action. Any leading strings we might seek 
to put them in would speedily become hope- 
lessly tangled because they would pay no atten- 
tion to them and go their own way. All that we 
can do as their legislative and executive serv- 
ants is to mediate the process of a change here, 
there, and elsewhere as we may. I have heard 
much counsel as to the plans that should be 
formed and personally conducted to a happy 
consummation, but from no quarter have I 
seen any general scheme of “reconstruction” 
emerge which I thought it likely we could force 
our spirited businessmen and self-reliant la- 
borers to accept with due pliancy and obedi- 


It is surprising how fast the process of re- 
turn to a peace footing has moved in the three 
weeks since the fighting stopped. It promises 
to outrun any inquiry that may be instituted 
and any aid that may be offered. It will not be 
easy to direct it any better than it will direct 
itself. The American businessman is of quick 
initiative. 

The day after the President’s message 
to Congress, Brookings reversed his 
stand on the necessity for a regulated 
reduction in prices designed to avoid 
deflation. 

The fact of the matter is that American in- 
dustries have proved—as the President said in 
his message yesterday—have proved themselves 


that it became apparent the theory we have 
heard here about utilizing our organization by 


putting in the reverseleverand taking things back 
to a peace basis . . . . was a mistake. The Ameri- 
can industries with their alertness while we 
were talking, adjusted themselves and as every 
industry is so much more familiar with the de- 
tails of its own problems, it was perfectly ap- 
parent to us that we should take the lid off of 
everything 27 


He announced, furthermore, that in 
view of the fact that markets were soften- 
ing, the maximum price agreements in 
existence would be allowed to expire as 
soon as each reached the termination of 
its respective three-month period. This 
not only conformed to Chairman Brook- 
ings’ own views on the probable future 
course of prices but met with the ap- 
proval of industry, which, according to 
Brookings, was opposed to the continua- 
tion of price ceilings. “The industries 
have felt,” said Brookings, “that the 
sense of restriction or regulation was 
more of a disadvantage than an advan- 
tage and so almost universally and volun- 
tarily the rest have been coming in and 
asking that we allow these prices to 
expire.””?* : 


27 “Meeting with Representatives of Sulphuric 
and Nitric Acid Industry, December 3, 1918,” 
Minutes of the Price Fixing Committee, pp. 1744-45. 


#8 Tbid. While both Brookings and Baruch appear 
in certain statements to be indorsing the immediate 
relaxation of controls, it would be an error, in this 
writer’s view, to accept these statements as prima 
facie evidence that they believed the postwar 
problems would be solved easily and required no 
controls. In view of Brookings’ repeated insistence 
upon the necessity for a controlled deflation, it is 
difficult to believe, as his December 3 statement 
would indicate (see above), that the President’s 
speech sufficed to bring about a genuine reversal in 
his position and that he now faced the future 
optimistically. Coming suddenly from Brookings 
—and for the first time on the very day following 
the President’s address—this statement in all likeli- 
hood represented !ittle more than a public acknow!l- 
edgment by a subordinate of his willingness to 
yield to the policy formulated by the Chief Execu- 
tive. It is instructive to note, furthermore, that on 
this same day Brookings announced the removal of 
maximum prices because “all the markets are 
softening” (cf. n. 24). In this statement there is 





za nceu.w sane Bow ae ot en eA Oe 


2.2 


RPa FRBRePABLERESETRABSS | BaBEekRRwrszaseeewsesaecse=sez i 





lie ee ee ee ee 








Had there been a serious widespread 
concern, in the months before the Armi- 
stice, for the problems of the readjust- 
ment period, the need for a thorough 
examination of the legislative founda- 
tions of the agencies best equipped to 
deal with them would have been recog- 
nized. It would have been perceived that 
the President’s special powers would 
shrink at the termination of hostilities 
and this would render tenuous the au- 
thority of agencies such as the Price Fix- 
ing Committeé and the War Industries 
Board, which derived their status exclu- 
sively from such powers. Realization of 
this might have resulted in a program 
with sufficient power and flexibility to 
cope with the price problems of the tran- 
sition to peace. 





none of the optimism which characterized President 
Wilson’s message. Although some of Baruch’s 
statements suggest a willingness to abandon con- 
trols, his advocacy of postwar price stabilization 
should make one wary of accepting these at face 
value. Furthermore, in other of his statements 
issued about the same time, there is an unmis- 
takable note of regret and resignation at the neces- 
sity of relaxing all controls. In his preliminary re- 
port to the President on December 24, 1918, he 
said: “If the proper authority had been at hand, it 
would have been possible for the War Industries 
Board to have continued its functions during the 
period of readjustment. Much good could have been 
accomplished. But with the signing of the armistice, 
the purchases by the Allies and our own great de- 
partments coming to an end, the power cf the Board, 
without further additional legislative authority, 
ceased and it was possible to do only what was done 
—to wind up its work as quickly as possible’’ 
(B. M. Baruch, American Industry in the War 
[Washington, 1921), p. 8). For these reasons this 
writer cannot accept the view of Howenstine that, 
because of the continuation of a brisk market during 
the first few weeks after the Armistice, “the busi- 
nessmen directing the war agencies wanted to relax 
all economic controls; business itself seemed to be 
ready to take over; no catastrophic financial col- 
lapse seemed in prospect; . . . .” (The Economics of 
Mobilization, p. 179). Besides contradicting his 
assertion that Baruch and Brookings considered 
“inevitable” and “desirable” a precipitous drop of 
war prices and costs (ibid., p. 226), this view cannot 
explain the factors mentioned above. 





POST-WORLD WAR I PRICE MOVEMENTS AND POLICY 243 


The failure to execute such a program 
must be attributed in large measure to 
the absence of co-ordinated planning for 
demobilization. The result was a general 
unawareness of the magnitude of the 
problems of readjustment. To this, con- 
gressional preoccupation with curtailing 
expenditures and the President’s mes- 
sage of December 2, which heralded the 
grand dissolution of controls, were but 
the logical culmination. In the exulta- 
tion over the Armistice, thinking on de- 
mobilization problems became even more 
confused, and out of the general disorder 
which ensued the nation emerged ill 
equipped to meet the tasks ahead. 


Ill. THE DISSOLUTION OF CONTROLS 
AND FLEETING STAGNATION 


The structure of wartime controls be- 
gan crumbling shortly after the Armi- 
stice, and after several weeks nothing but 
a few fragments remained. 

All price-control agencies began im- 
mediately to remove maximum price 
regulations. The food and fuel adminis- 
trations, as we have seen, were author- 
ized under the Lever Act to continue in 
existence until the final peace agreement 
was signed. Soon after the Armistice, 
however, they both began a drastic cur- 
tailment of their operations. In January, 
1919, the Food Administration began 
the withdrawal of license requirements 
on large numbers of commodities and, 
with the exception of a few stabilization 
agreements (i.e., those on hogs, cotton- 
seed and cottonseed products, rice, 
sugar, and wheat), had canceled all regu- 
lations by February 22. The Fuel Ad- 
ministration began to liquidate its ac- 
tivities within a few days after the Ar- 
mistice and by February 1, 1919, had 
suspended all maximum price regulations 
on coal and coke. Both agencies, how- 
ever, continued to operate formally until 
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July 1, 1919. They were compelled to 
cease completely on this date because 
their requests for small appropriations 
to continue were refused by Congress. 

The Price Fixing Committee, whose 
chairman had earlier expressed the hope 
that the committee would continue to 
operate into the readjustment period to 
help protect industry against deflation, 
wound up all its activities within three 
months after the Armistice when all its 
maximum price agreements expired. The 
absence of legislative authority, which 
had dogged the committee during the 
war, became its fatal obstacle with the 
signing of the Armistice. Lacking explicit 
authority to continue, there was no al- 
ternative but full liquidation. The econo- 
my had rapidly been turned back to the 
free play of market forces; the nation was 
“normalcy” bound. 

In the hasty flight from regulations 
the depressive impact of an abrupt de- 
mobilization was overlooked, and almost 
immediately after the Armistice visible 
signs of a recession began to appear. 
Wholesale prices began to decline after 
December and continued to fall until 
February, 1919, when they reached a 
low 5 per cent under the November level. 
Many components in the index, how- 
ever, show markedly greater decreases, 
some of which continued until May. 
Semimanufactured articles as a whole 
fell 17 per cent, textiles 20 per cent, 
chemicals 30 per cent, and nonferrous 
metals 32 per cent. Industrial produc- 
tion did not begin falling until January, 
but from then on it continued to a March 
low 12 per cent under the November 
level. Factory employment and pay 
rolls likewise declined during this period. 

The chief factor responsible for the 
decline was the curtailment of govern- 
ment demand for war output. Despite 
repeated warnings by some government 


officials, cancellation of war contracts 
was undertaken with such zeal that war 
production dropped precipitously within 
two months after the Armistice.”® Dur. 
able goods production—hit hardest by 
demobilization—declined 19 per cent 
from January to May. Nondurables, on 
the other hand, reached bottom in Feb- 
ruary, at which level they remained 
through March. In addition, the drop in 
war output and demobilization in gen- 
eral released several forges which rein- 
forced the negative impact of declining 
munitions production. 

The large-scale withdrawal of orders 
and an anticipated drop in purchasing 
power reinforced the gloomy expecta- 
tions which had prevailed at the time of 
the Armistice. Business grew timid and 
followed a policy of “waiting and see- 
ing.” This operated to delay a rapid re- 
turn to full peacetime production. Espe- 
cially was this noticeable in private in- 
vestment in plant and equipment. Here, 
in addition to the negative effect of the 
prevailing pessimism, the investment of 
funds for continued expansion was re- 
tarded by the ease in converting to im- 
mediate peacetime demands the vast in- 
crease in plant capacity which had oc- 
curred during the war. Lastly, there were 
minor delays in production due to indus- 


2 Within four weeks after the Armistice the 
total value of War Department contracts on which 
work had not yet been completed was cut by 62 per 
cent. This is based on figures given in National Re- 
sources Planning Board, After the War 1918-1920 
(Washington, June, 1943), p. 6, which show that, of 
four billion dollars of War Department contracts 
on which work had not been completed, two and a 
half billion were canceled. This probably overstates 
the immediate impact on war production, however. 
For one reason or another many projects, such as 
those under the Emergency Fleet Corporation, 
could not be terminated abruptly; furthermore, 
cancellations typically allowed for the delivery of 
added output equal to one month's production. 
This output was frequently spread over many 
months. 
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trial readjustments. These would not 
make for an absolute drop in activity but 
would impede any increase which might 
have occurred in their absence. 

As activity began to ebb, those who 
had earlier forecast a severe collapse re- 
newed their clamor for anti-deflationary 
remedies. This time, however, the Cabi- 
net, confronted with what was believed 
to be the prelude to the materialization 
of earlier fears, adopted the plans. 

In February, 1919, at a meeting of the 
Cabinet, it was decided to establish a 
price stabilization agency under the gen- 
eral supervision of Secretary of Com- 
merce Redfield. This agency, known as 
the Industrial Board and activated on 
February 18, 1919, was headed by 
George N. Peek and staffed with former 
members of the War Industries Board. 
The agency was authorized “to call in- 
dustry together group by group and let 
them decide prices to be offered to the 
nation as the governmentally approved 
judgment of assembled industry on a 
price scale low enough to be stable .... 
and founded so solidly on a comprehen- 
sive review of conditions as to stimulate 
general buying.”*° It was hoped that 
“the assurance to the country of a mar- 
ket stabilized at the lowest reasonably 
expected level will loosen such a flood of 
buying for the recreation of stocks, the 
making up of arrears in the building pro- 
gram, the feeding of needs long starved 
by economy and the invasion of world 
markets, as may be unprecedented in 
this country.””* 

The Industrial Board, however, 
proved abortive. Several conferences 
were held with representatives of the 


“Statement of Organization and Functions, 
March 10, 1919” (National Archives, Department 
of Commerce Files). 


* Ibid. 
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iron and steel industry, and reduced 
prices were agreed upon. But the board 
soon ran into the opposition of the Rail- 
road Administration, which, under 
Walker D. Hines, refused to buy steel 
rails on the ground that their prices were 
still too high.” Lacking congressional 
authorization and clear delegation of 
power, the ambitious undertaking be- 
gan to falter when the Attorney-General 
issued the opinion that the practices of 
the board were in violation of the anti- 
trust law. President Wilson (in Europe 
at the time) sent a cablegram on May 2 
urging its immediate dissolution,**? and 
the resignation of the members was ac- 
cepted on May 9, 1910. 

But even while the Industrial Board 
was preoccupied with an attempt to 
stimulate buying in order to avert a col- 
lapse, the forces of the market were be- 
ginning to bubble ominously. For it did 
not require the board to “loose such a 
flood of buying . . . . as may be unprece- 
dented in this country.’ Potent kinetic 
forces generated within the economy 
itself were to take care of this; the tragic 
error lay in that this was not foreseen. 
These forces, composed of a high level of 
consumer expenditure, increasing ex- 
ports, and very probably a greater de- 


32 The nub of the controversy was disagreement 
over what constituted reasonably low steel prices. 
Hines adopted the position that, as a consumer of 
steel, the Railroad Administration should not 
buy rails at anything but “rock-bottom prices”; 
Peek contended that a beating-down of prices to 
the level desired by Hines would discourage produc- 
tion, lower wages, and touch off a cumulative defla- 
tion. For a full treatment of the issues see George 
N. Peek, History of the Industrial Board of the De- 
partment of Commerce (Privately published, 1923); 
E. Jay Howenstine, Jr., “The Industrial Board, 
Precursor of the N.R.A.: The Price-Reduction 
Movement after World War I,”’ Journal of Political 
Economy, LI (1943), 235 ff., and his The Economics 
of Demobilization, chaps. xx and xxi. 


33 National Archives, Department of Commerce 
Files. 
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mand for inventory,** awakened the 
economy from its deep torpor, and with- 
in a short span of a few months activity 
was rapidly rising in a movement which 
was to culminate in one of the most se- 
vere inflations in the nation’s history. 


IV. THE POSTWAR INFLATION AND 
THE ATTEMPTS TO MEET IT 


Under the bracing effect of domestic 
consumer, inventory, and foreign de- 
mand, the economy began to overcome 
the depressive effect of the decline in war 
production. As reconversion bottlenecks 
disappeared, prices, production, employ- 
ment, and pay rolls began to rise. It was 
soon manifest that the economy was 


34An adequate treatment of these inflationary 
forces would require an analysis too extensive to be 
essayed within the limits of this paper. No definitive 
work has been written on the factors responsible for 
the upturn in activity in early 1919. Some writers 
beg the question by attributing it to a rise in na- 
tional income; others explain it by the inevitable 
catch-all “credit inflation,” which, since it leaves 
obscure the forces which generated the great demand 
for credit, is indeed no explanation at all but merely 
a shorthand summarizing term cloaking a multi- 
tude of factors. (This is not to deny that an easy 
money policy was one such factor, but in this writer’s 
view it cannot be endowed with a force greater than 
that of a permissive agent in the entire sequence.) 
Furthermore, there is still some question regarding 
the origin of the unexpectedly high consumer ex- 
penditures in the first quarter of 1919; and in- 
ventory demand, to this writer’s knowledge, is not 
mentioned at all in the analyses extant at this time. 
In lieu of his own analysis supporting the above- 
mentioned statement as to the forces operating at 
this time, the writer suggests an examination of the 
following data: for consumer expenditures and in- 
ventory accumulation, Simon Kuznets, Cyclical 
Fluctuations (New York, 1926), pp. 4 ff. (tables on 
wholesale and retail sales); for exports, Department 
of Commerce, Foreign Commerce and Navigation 
of the United States (Washington, 1935), p. 698. 
For analyses of the period see National Resources 
Planning Board, After the War 1918-1920 (Wash- 
ington, June, 1943); S. H. Slichter, ‘“‘The Period 
1919-1936 in the United States,” Review of Economic 
Statistics, XTX (1937), 1 ff; Economic Fluctuations 
in the United States and the United Kingdom 1918- 
1922 (Geneva: League of Nations, 1942); Howen- 
stine, Economics of Demobilization, chap. xxvi. 


generating sufficient power of its own to 
weather the transition to peacetime con- 
ditions without immediately suffering a 
sustained and severe drop in activity, 
Wholesale prices, factory employment 
and pay rolls, total industrial produc- 
tion, and the production of nondurables 
had recovered by May or earlier; the 
production of durables, the most severely 
affected of all, lagged behind and did not 
begin to recover until June. 

As the revival progressed, new factors 
came into play. The forces which pro- 
duced the upturn would not in them- 
selves have precipitated the frenzied 
buying and the hectic increase of prices 
which is now regarded as the most con- 
spicuous characteristic of the 1919-20 
boom. Several factors, however, con- 
spired to turn the revival into a run- 
away. 

Inventory buying in the first few 
months of 1919 had been increasing at a 
relatively moderate rate. Once prices be- 
gan to rise, however (as a result of the 
three forces mentioned above), business 
broke into a wild scramble for stocks. 
Perhaps this was due to the reaction 
from the failure of events to substantiate 
the dreary expectations of the first post- 
war months—the price rise itself being 
regarded as a-certain harbinger of a con- 
tinued rise. One other factor, however, 
may help to explain the sudden sky- 
rocketing of inventory demand. A trans- 
portation tieup and strikes had made 
deliveries uncertain, Anxious to secure 
goods, distributors began duplicating 
orders with different suppliers. The lat- 
ter, confronted with a rapidly increasing 
backlog of demand, likewise duplicated 
orders with their own suppliers. Each 
was thus under the ‘competitive illu- 
sion” that the demand for his product 
was virtually insatiable, and each, pro- 
ceeding under this illusion, i 
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the demand to his own source of supply. 
Prices rose rapidly, encouraging forward 
buying and forcing prices up further. 
Rising prices and stock accumulation fed 
one another until buying was whipped 
into a feverish pace.*s 

An additional inflationary force was 
now also operating. The cost of living, 
with the exception of the month of Feb- 
ruary, rose continuously throughout the 
recession period in early 1919. Although 
labor managed to improve its position by 
securing increased hourly earnings, the 
continual expectation of further price 
increases engendered anticipatory de- 
mands for additional wage increases. 
This increased costs of production and 
drove prices and living costs up again. 
Thus, enmeshed with the inventory- 
accumulation-inventory-price spiral was 
a potent wage-cost-of-production spiral. 

By July, 1919, prices were beginning 
to soar to new heights. As compared with 
1918 levels, wholesale prices were up 3.6 
per cent, and the cost of living was up 
7 per cent. 

As prices continued to rise unabated, 
the nation, hitherto fearful of a slump, 
became alarmed over the threat of in- 
flation. On August 8, 1919, the President 
delivered a grim message to Congress in 
which he announced the revival of the 
food controls, asked that the Lever Act 
(technically still in force) be amended to 
include additional penalties, and recom- 
mended further legislation calculated to 
inhibit speculation and “vicious prac- 
tices” which were “artificially and de- 


3s “During 1919, according to Kuznets’ estimate, 
the value of business inventories increased by 
$6,000,000,000, an increase almost twice that of 
any other year of the decade to follow and almost 
four times that of any other year except 1923. 
Two thirds of the change, Mr. Kuznets calculates 
was due to the increase in the physical volume of 
goods held, one third to the increase in prices” 
(National Resources Planning Board, of. cit., p. 33). 


liberately”’ being employed by sellers to 
force up prices. 

Supervision of the anti-inflation pro- 
gram was intrusted to Attorney-General 
A. Mitchell Palmer,*’ who within a week 
asked Congress “immediately to amend 
Section 4 of the food control law so as to 
add wearing apparel to the list of necessi- 
ties of life specifically mentioned in the 
law” and to insert in Section 4 a maxi- 
mum penalty of two years in prison, a 
$5,000 fine, or both.** These amendments 
were not passed until October 22, but in 
the interim Palmer proceeded with his 


campaign against “profiteers.”’ 
The wartime Food Administration had 


36 Among his many recommendations were the 
following salient items: (1) a cold-storage law 
limiting the period during which items might remain 
in cold storage and requiring that, upon their re- 
lease from storage, they bear the price at which they 
entered; (2) legislation requiring that goods in 
interstate commerce be marked with the price at 
which they left the producer; (3) a federal licensing 
system for corporations engaged in interstate com- 
merce which would embody regulations to insure 
competitive selling “and prevent unconscionable 
profits in the methods of marketing”; (4) prompt 
passage of a pending bill designed to control se- 
curity issues and prevent speculation (Standard 
Daily Trade Service, TX [1919], 313). 


37 The formal transference of authority from the 
old Food Administration to Palmer was not an- 
nounced until November 20, 1919; between August 
and the latter date, however, Palmer occupied the 
position as head of the agency for the enforcement 
of the Lever Act. On November 1, 1919, Howard E. 
Figg was designated as Commissioner for Enforce- 
ment of the Food Control Act and headed within the 
Department of Justice what came to be known as 
the High Cost of Living Division. Palmer’s juris- 
diction did not include wheat and wheat products, 
control of these having been given over to Julius H. 
Barnes, former chief of the Cereals Division of the 
Food Administration. 


3* New York Times, August 14, 1919, p. 1, col. 8. 
Section 4 made it unlawful “for any person to en- 
gage in any discriminatory and unfair, or any de- 
ceptive or wasteful practice or device, or to make 
any unjust or unreasonable rate or charge, in han- 
dling or dealing in or with any necessaries” (Mullen- 
dore, op. cit., p. 216). No penalty had originally been 
provided for violations of this section, and it had 
hitherto proved useless. 
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officially ceased to exist just a little over 
a month before. A small appropriation 
had been requested some time earlier to 
enable the administration to continue 
operation on the reduced scale to which 
it had voluntarily shrunk after the Armi- 
stice. Congress refused the appropria- 
tion. Palmer, however, was compelled to 
attempt a resurrection of some of the old 
food control machinery. There were no 
other devices for direct price control 
which could be developed with the speed 
required by the urgency of the situation. 
On August 10, in telegrams to the state 
food administrators who had served un- 
der Herbert Hoover, he “‘asked that fair 
price committees be formed throughout 
the country to get the facts as to local 
prices and conditions, and requested Mr. 
Hoover’s former aides to join him in a 
nation-wide publicity campaign to place 
the facts before the public.’’*® The func- 
tions of the fair price committees were 
twofold: “First, by fixing what is a fair 
rate of profit between men and publish- 
ing that rate broadcast, the consumer 
will know how to protect himself. If he 
considers himself gouged he can take the 
matter up with the dealer and force that 
man to regulate his prices according to 
the list given out by the committee.” 
Second, the committee would “enable 
the authorities to make conspicuous ex- 
amples. A jury in a community where a 
Fair Price Committee has fixed a list of 
prices will take that committee’s word 
on the subject and conviction of gougers 
will follow.’’*° Subsequently, Palmer 
added that “what is a fair price will be 
a matter of fact to be decided in case of 
prosecution, by a jury, but a jury will be 
aided in determining the price by county 
and state fair price committees.”” How- 
ever, “Palmer believes that after fair 
39 Standard Daily Trade Service, TX (1919), 35°. 
4° Tbid., p. 390. 


price committees have announced a list 
of prices public sentiment will force the 
dealers to abide by the lists and that 
there will be no necessity for widespread 
prosecutions for profiteering.” * 

The national office under Palmer con- 
fined itself chiefly to two activities: (1) 
the inauguration of a nation-wide search 
for and prosecution of “profiteers” and 
“hoarders,” with the aid of secret sery- 
ice operators, special attorneys, and 
United States marshals, and (2) the ini- 
tiation of a vigorous publicity campaign 
to enlist the support of the community in 
its drive on profiteers and to secure its 
adherence to a “work and save” program 
calculated to increase output and curtail 
buying. Palmer frequently disclaimed 
any intention of attempting to revive the 
centralized controls of the wartime Food 
Administration. It seems clear that he 
believed it too difficult a task. When, in 
August, the House Agricultural Com- 
mittee considered the idea of instituting 
federal price-fixing, it was induced by 
Palmer to abandon this plan. ‘He said 
that such a change would involve bring- 
ing to life once more the elaborate ma- 
chinery of the Food Administration or 
the licensing authority. In addition, he 
said that the power thus authorized 
would be so drastic that it would not be 
sanctioned by Congress without long 
delay.” 

In addition to the general rise in living 
costs, a serious situation developed in 
coal—compelling the revival in the fall 
of 1919 of the Fuel Administration under 
its former chief, H. A. Garfield. The 
Fuel Administration, like the Food Ad- 
ministration, had sought an appropria- 
tion to continue on a reduced scale be- 


4" New York Times, August 22, 1919, p. 1, Col. 1. 

« Ibid., August 21, 1919, p. 1, col. 5. Limited 
licensing, however, was reinstituted on grains and 
sugar. 
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yond June 30, 1919, but Congress re- 
fused to grant this, and the agency was 
liquidated. The gravity of the situation 
developed out of a threatening coal fam- 
ine. This shortage was a result of the cur- 
tailment of output during the post-Ar- 
mistice recession, a sharply increased 
foreign demand for coal, and a dearth of 
freight cars.** Not, however, until the 
situation was further complicated by the 
coal strike—which by October 1 had re- 
sulted in an almost complete cessation 
of work in union mines—was the Fuel 
Administration revived. On October 30, 
maximum prices were reintroduced, and 
the Fuel Administration went into con- 
ference in an attempt to find a solution 
to the wage controversy. A final settle- 
ment was reached in November, but it 
did not meet with Garfield’s approval. 
His own suggestions had gone unheeded, 
and on December 13 he resigned. But 
the maximum prices remained in effect 
until April 1, 1920. 

Thus attempts to combat the infla- 
tion through price control were concen- 
trated on food, fuel, and wearing apparel. 
The latter was drawn into the orbit of 
control by the amendment to the Lever 
Act passed on October 22, and presum- 
ably the administration of clothing prices 
was also intrusted to local price commit- 
tees. It is difficult to see, however, how 
these committees, having no prior ex- 
perience with clothing and operating 
without centralized direction, could have 
functioned at all effectively in this field. 


“By mid-summer 19f, the public seeing the 
huge stockpiles fast disappearing began to give 
heed to the warning sounded by the Fuel Adminis- 
trator early in June..... When the stockpiles 
were exhausted in September, demand for fresh- 
mined coal would arise. This would bring heavy 
coal shipments into the crop-moving season. The 
car supply would be insufficient for the transporta- 
tion of both food and fuel” (Final Report of the 
Fuel weirs 1917-1919 (Washington, 1921), 
P. 15). 





None of the other cost-of-living com- 
modities was brought under control. In 
August, 1919, there was talk of introduc- 
ing rent control. To this Palmer replied: 
“Yes, I have thought of that, but the 
only place in which we can tackle the 
problem is here in the District of Colum- 
bia. The rent question is one for the 
State authorities to handle.’’*4 


V. APPRAISAL OF EFFORTS TO 
END INFLATION 


On September 3, 1919, Attorney-Gen- 
eral Palmer issued the following as part 
of a statement of conclusions reached at 
a conference with President Wilson and 
a committee of governors: “It is believed 
that the high peak in prices is passed, the 
downward tendency has set in, and that 
cooperation of all Federal and State ef- 
forts will bring about a gradual return to 
a normal basis and enable us to avoid the 
economic perils that now confront the 
country.’’4 

But what was taken for the end in 
August, 1919, was far from the peak of 
the inflationary rise. The cost of living, 
which in that month was already 176 
(July, 1914 = 100), rose an additional 
18 per cent to reach a high of 208 in June, 
1920—a level 29 per cent greater than 
that of November, 1918, and over twice 
as high as the pre-war base. Between 
August, 1919, and June, 1920, food 
prices rose 20 per cent, clothing 21 per 
cent, rent 15 per cent,® and house fur- 
nishings 24 per cent. Wholesale prices 
also showed appreciable increases after 
August, 1919. Between that month and 
May, 1920, all commodities sold at 
wholesale rose 16 per cent to reach a 


44 New York Times, August 14, 1919, p. 1, col. 8. 


48 I[bid., September 5, 1919, p. 15, col. 2. 


46 June, 1920, did not represent the peak for 
rents, which continued to rise until they reached 165 
(July, 1914 = 100) by December, 1922. 
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high 148 per cent higher than the July, 
1914, level and 23 per cent greater than 
the November, 1918, level. Some of the 
more marked increases between August, 
1919, and May, 1920, were: house fur- 
nishings 31 per cent, textiles 30 per cent, 
building materials 28 per cent, metals 
and metal products 15 per cent, and fuel 
and lighting 14 per cent. Individual 
items sold at wholesale show vastly 
greater increases, in some cases reaching 
levels over 300 per cent greater than 
those prevailing in November, 1918. 

The efforts of the Fuel Administration 
met with more success than those of the 
revived Food Administration, probably 
because, dealing as it did with a rela- 
tively homogeneous commodity and hav- 
ing a limited scope of operations, it found 
the revival of regulations a more simple 
task. In addition, unlike the revived food 
controls, definite maximum prices were 
reimposed. During the period of control, 
wholesale prices were stabilized. Anthra- 
cite prices remained steady at about a 
level of 135 (July, 1914 = 100). Bitumi- 
nous, dropping from 273 in October, 
1919, to 237 in November, hovered about 
that level through March, 1920. Coke 
movements followed substantially the 
same course as bituminous. Somewhat 
less success attended the control of retail 
coal prices. Data are not available for 
every month during the period of con- 
trol, but the prices recorded for the 
months closest to this period indicate 
small but uninterrupted increases during 
the period of control. 

But the worst did not occur during the 
period of control. On March 19 President 
Wilson issued a statement announcing 
the removal of coal regulations on April 1. 
He explained that he was aware of the 
existence of a coal shortage due to trans- 
portation bottlenecks, strikes, and the 
unusually severe winter, but he believed 
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it desirable to leave the control of coal 
prices to the sanctions of the Lever Act, 
the antitrust laws, and the public’s dis- 
approval of “‘profiteering.”’4” 

Thus, control was removed on April 1, 
at which time wholesale prices of bitumi- 
nous and coke stood at 237 and 240, re- 
spectively (July, 1914 = 100). During 
the month of April bituminous rose 44 
per cent to 341, and coke leaped 56 per 
cent to 375. By August bituminous had 
soared to 775, more than tripling its 
April 1 level and reaching a peak 675 per 
cent higher than July, 1914; coke had 
more than doubled its April 1 level, 
reaching a high of 648, an increase of 548 
per cent over July, 1914. Retail coal 
prices continued to increase until No- 
vember, 1920, although their rise was 
much less spectacular. Compared with 
June, 1920, stove and chestnut coal rose 
15 per cent, and bituminous increased 23 
per cent during this five-month period, 


VI. REASONS FOR THE FAILURE OF 
THE ANTI-INFLATION PROGRAM 


No further comment is required in 
rendering judgment on the efforts of the 
government to check the inflation. The 
sequence of events itself is convincing 
proof of their inadequacy. The short- 


47 “T desire to impress upon the coal operators the 
extreme importance not only of their complying to 
the fullest extent with the laws against combinations 
in restraint of trade and against profiteering, but 
also of their exerting themselves affirmatively to 
prevent exacting of unreasonable prices for coal. 
I am sure the public fully appreciates the de- 
sirability, where practicable, of leaving commercial 
transactions untrammeled, but at the same time I 
am satisfied the public will find ways to protect 
itself if such liberal policy shall appear to result in 
unreasonably high prices” (New York Times, March 
24, 1920, p. 2, col. 5). In the same statement Presi- 
dent Wilson urged the acceptance of a recommenda- 
tion of the Bituminous Coal Commission awarding 
mine workers a 13 per cent increase to be added to 
the 14 per cent increase they had received in No- 
vember, 1919. It was generally assumed that this 
increase could be absorbed by operators. 
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comings of the government’s program 
are directly related to the failure to per- 
ceive that a comprehensive price control 
program was essential as a safeguard 
through the transition period. This fail- 
ure resulted in the abandonment of war- 
time price control agencies and delay in 
reintroducing new controls. The first 
made the re-establishment of price con- 
trols an extremely difficult task in the 
time required by the circumstances. The 
second served to allow inflationary forces 
to gather such momentum that it would 
have required a gigantic effort, indeed, 
to have brought them to a halt when ac- 
tion was finally taken. 

As to the complications caused by de- 
lay, it was not until August, rgr19, that 
the first step was taken to combat infla- 
tion; the additional legislation expand- 
ing the food control act to include wear- 
ing apparel and providing penalties was 
not passed until the end of October; max- 
imum fuel prices were not reintroduced 
until November; and the anti-inflation 
campaign probably did not attain full 
stride until the last month of 1919. But 
by this time it was very late indeed—too 
date to prevent the spread of the familiar 
psychology of inflation which had begun 
to blossom many months before. Inven- 
tory hoarding and speculation were rife. 
Dealers, expecting further price increases, 
were ordering vast quantities of goods 
far in advance. Acting as a stimulus to 
production, this resulted in a great in- 
crease of output most of which ended up 
in storage, where it was held by specula- 
tors. Artificial shortages were created 
and prices boosted still higher.“* The 


“ Cf. the interesting comment on the hoarding 

of stocks in the U.S. Bulletin of February 16, 1920, 
Pp. 13, under the title “What Has Become of 
the Warehouses?”: “The interesting fact, however, 
is that, notwithstanding the raids of the Attorney 
the warehouses of the country are still 

full. We mean that there is almost no vacant ware- 


consumer, faced with scarcities and ris- 
ing prices, joined in the buying spree. 
Speculation in securities mounted wildly. 
The number of shares traded in 1919 was 
over twice as great as in 1918. Call-loan 
rates, which as early as June were 15 per 
cent, rose to 18 per cent in July and 30 
per cent in November. Rapidly rising 
living costs generated widespread labor 
unrest. Strikes during the year involved 
more workers than had ever before par- 
ticipated in work stoppages. 

It was in this type of background—a 
background charged with speculation, 
reckless spending, strikes, and wide- 
spread hoarding—that the government 
began to attempt stabilization, a hercu- 
lean task even with the most perfected 
methods of control. 

But if the government was too late, it 
also arrived with too little. This must be 
ascribed in large measure to the precipi- 
tous abandonment of the wartime price 
control agencies. For the flimsy nature 
of the controls reinstituted after August 
illustrates vividly the difficulties in at- 
tempting a rapid resurrection of agen- 
cies which by the very nature and scope 
of their functions demand slow and 
painstaking development. 

When the government arrived on the 
scene, there was little time to deliberate. 
Pressed by the urgency of the situation, 
improvisation was compelled to carry 
the burden of a situation where months 
of preparation were called for. Make- 
shift regulations were subjected to strains 


house space in any quantity in any of the large cities 
of the country. What are these warehouses full of? 
So far as we can ascertain they are full of goods. 
If so, there is not the shortage of goods in the coun- 
try which the salesmen would make us believe to be 
true. The merchant may be short of goods on his 
shelves, and the manufacturer may be short of 
raw materials, but somewhere there are a lot of 
manufactured goods which are being held back for 
some reason or other.” 
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that would tax the products of the most 
careful planning. The administration of 
the food and clothing controls under the 
amended Lever Act provides a convinc- 
ing example of this. 

The most glaring deficiency of the pro- 
gram was its conspicuous lack of specific 
criteria by which maximum prices should 
be determined. This was partially a con- 
sequence of the vague wording of the 
Lever Act itself and, in particular, of the 
phraseology of Section 4 which was the 
section relied on by Attorney-General 
Palmer to enforce the regulations. But 
it was further aggravated by the failure 
of his administration to establish clear- 
cut standards which would give ascer- 
tainable meaning to that portion of Sec- 
tion 4 which prohibited “any unjust or 
unreasonable rate or charge in handling 
or dealing in or with any necessaries.”’ 
While, under Herbert Hoover’s adminis- 
tration, the term “reasonable charge”’ 
was frequently shrouded in the mists of 
ambiguity, this was compensated for by 
the fact that the national and state of- 
fices played a vital role in ascertaining 
fair margins, leaving the local offices with 
the more simple task of performing com- 
putations in which many significant ele- 
ments were already determined in the 
higher levels of the administration. In 
the revived organization, however, re- 
sponsibility for price-fixing was thrown 
into the hands of a vast number of local 
offices directed by federal food adminis- 
trators in each state. The absence of cri- 
teria—a serious handicap even in the 
administration of controls by a central- 
ized authority—becomes fatal when con- 
trol is given over to a multitude of local 
committees. An excerpt from a cable- 
gram sent to Herbert Hoover in Paris on 
August 20, 1919, by Julius H. Barnes 
(who was president of the Grain Corpora- 
tion and chief of the Cereal Division of 
the United States Food Administration 


under Herbert Hoover) and Edgar 
Rickard (who, during Hoover’s absence 
abroad, was acting United States food 
administrator) reveals clearly the reac- 
tion of many local price committees to 
Palmer’s request that they determine 
fair prices without help from Washing- 
ton: “Many of them actually doubtful 
of accomplishing results in attempting 
to name fair prices without aid and in- 
formation formerly exchanged through 
your central office in Washington Stop 
Can you say anything helpful to them.”” 
The situation soon grew so chaotic that 
it was reported that fair price committees 
were permitting many price increases. 
Palmer, in a telegram to the committees, 
hastened to inform them that their func- 
tion was not to raise but to lower prices. 
He also took the occasion to answer 
widespread inquiries from such commit- 
tees regarding the use of original and re- 
placement cost as a basis for markups.* 
His repiy: “This is a question to be de- 
termined by the court in any particular 
case. In ascertaining what is a reasonable 
charge, the original cost is one factor to 
be considered, the replacement value is 


another, and all the facts and circum-. 


stances surrounding the transaction are 
proper elements entering the problem. 
Fair price committees must use their 
best judgment in such cases without nar- 
rowing the question to any one factor.”™ 

The naiveté typical of the period is 
illustrated in a statement by Arthur 
Williams, federal food commissioner for 
New York, that a centralized price con- 
trol agency would be something “mod- 
eled after the Weather Bureau. Then 
data could be collected by agents all 


49 National Archives, Files of the Grain Corpora- 
tion, FA 201-Aro, Tray 56. 

s¢ The wartime Food Administration uniformly 
used original cost. 

St Quoted in New York Times, September 5, 1919; 
Pp. 15, col. 2. 
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over the United States who would keep 
the citizens informed of conditions in 


production and consumption of food- - 


stuffs. It would be in the nature of a Na- 
tional Fair Price Committee.” 


But the confusion did not end here. 
In effect, final responsibility for price- 
fixing came to rest with a jury—each 
case becoming the occasion for a re-ex- 
amination of price-fixing policy; for the 
conviction of violators involved ,the re- 
consideration by a jury of the maximum 
price imposed by the fair price commit- 
tee. Since the latter possessed no specific 
yardstick by which to determine fair 
prices, it is difficult to see how a jury 
composed of laymen could render an in- 
telligent decision on such matters. Fur- 
thermore, in the last analysis a dealer 
could not be certain he was violating a 
regulation until he was convicted, for 
conviction was necessary to legitimize 
the regulation itself. 

The nebulous phraseology of the Lever 
Act, the shortcomings of which were 
magnified by the haphazard nature of 
the controls as administered under At- 
torney-General Palmer, led eventually 
toa Supreme Court decision in which 
the act was declared unconstitutional. 
In the opinion handed down on Febru- 
ary 28, 1921, it was pointed out that “the 
act is repugnant to the sth and 6th 
amendments which require due process 
of law and that persons accused of crime 


* Ibid., August 30, 1919, p. 1, col. 1. Attorney- 
General Palmer, striving to make a virtue of mal- 
administration, “reassured” the bewildered local 
price committees in this language: “We don’t want 
you to get the idea that you are going to work under 
directions from Washington. We are not going to 
issue price lists and expect you to follow them. We 
have tried to decentralize the whole organization to 
the best of our ability, and we are making each 
Fair Price Committee responsible only in its own 
community. All we ask is that you give what you 
consider a fair price list the widest possible publicity 
amongst your own people” (Standard Daily Trade 
Service, IX [1919], 390). 





shall be adequately informed of the na- 
ture of the accusation.’’s 

Third, there is evidence of consider- 
able confusion in re-establishing the fair 
price committees which served under 
Herbert Hoover. Many apparently be- 
lieved that, since the Food Administra- 
tion to which they were initially attached 
had been dissolved, they no longer pos- 
sessed the authority required to perform 
the duties given them by Palmer.* Hesi- 


53 United States v. Cohen Grocery Co. 255 U.S. 87. 
In its opinion the Court quoted a statement of a 
lower court which first found the act unconstitu- 
tional: “Congress alone has power to define crimes 
against the United States. This power cannot be 
delegated either to the courts or to the juries of this 
country. .... Therefore, because the law is vague, 
indefinite, and uncertain, and because it fixes no 
immutable standard of guilt but leaves such stand- 
ard to the variant views of the different courts and 
juries which may be called upon to enforce it, and 
because it does not inform defendant of the nature 
and cause of the accusation against it, I think it 
constitutionally invalid.” 


54In the cablegram of August 20, 1919, to Her- 
bert Hoover, mentioned before, there appear the fol- 
lowing statements: “In some states, notably Penn- 
sylvania, formation of committees has been delayed 
due to doubt as to legal status of fair price com- 
mittees Stop After conference in Philadelphia 
between Attorney General Glasgow Heinz and 
Nepburn announcement was made to press by 
Heinz that he had been unable to secure more than 
five or six of his county administrators the majority 
refusing on ground they had no legal authority to 
press claims against profiteers and conference fully 
substantial [sic] this conclusion Stop..... Our 
state administrators now led to give personal service 
but in ambiguous position using title of state food 
administrators but directed by others Stop” 
(National Archives, Grain Corporation Files, 
loc. cit.). Eventually, however, federal price com- 
missioners were found for all the states except six. 
Howenstine, apparently accepting at face value 
Attorney-General Palmer’s own bright commentary 
on the progress in organizing his administration, 
states that the response to Palmer’s appeal to 
federal price administrators to return to their former 
tasks and organize county committees was “splen- 
did” (Economics of Demobilization, p. 290). While 
it is true that “by the end of the year, all but six 
states had organizations, and approximately 50 
percent of the counties were reorganized on the 
new basis,” the operations of these committees, as 
the above evidence shows, were marked by chaos and 
confusion and were ineffectual as compared with 
their wartime counterparts. 
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tancy and reluctance to institute and en- 
force the price regulations could hardly 
have made for an effective program of 
control. 

Fourth, the items covered by the new 
controls, while comprising a significant 
portion of the consumer’s budget (food, 
clothing, and fuel) failed to include rent, 
house furnishings, and a large number of 
miscellaneous items all of which com- 
posed roughly 45 per cent of all con- 
sumer expenditures. A large part of the 
cost of living thus remained uncontrolled. 

Fifth, efforts to prevent price increases 
through direct means were concentrated 
largely in a prodigious campaign to trap 
the “‘profiteer.” The entire program was 
executed with all the fanfare of an anti- 
vice campaign, apparently in the hope 
that a public aroused to anger would 
purge itself of the sinners in its midst. 
Perhaps this was a compensation for the 
inability to institute a carefully planned 
program of intelligible regulations. But, 
more important, it is a reflection of the 
extent to which the evils of inflation had 
taken root by the time control was rein- 
troduced. With the sense of wartime 
urgency gone, with the country released 
for a long period from all regulations and 
now back on a full “business-as-usual”’ 
basis, with the infectious inflation psy- 
chology already sweeping the nation, a 
personalized attack on economic knavery 
was inevitable. Campaigns of the type 
conducted by Palmer are usually em- 
ployed after a situation has already gone 
beyond control. Prosecution of the corner 
groceryman is no substitute for a well- 
devised system of clear-cut regulations 
introduced at the appropriate time. 

Lastly, the anti-inflation program, to 
be effective, demanded more than direct 
control over prices. Inventory control 
achieved through carefully formulated 
regulations was required to check specu- 
lation in commodity stocks. Raids on 
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warehouses, while perhaps more spec- 
tacular, were scarcely a substitute for 


’ this. Wage control was necessary to the 


removal of pressure on prices through 
increased costs. Further, the Federal Re- 
serve System, while not responsible for 
the boom, functioned as a silent partner 
in its development by failing to launch a 
restrictive credit policy early. The Fed- 
eral Reserve banks had wished to raise 
rediscount rates in early 1919, but they 
were checked by the Treasury’s desire to 
issue bonds at low interest rates. The re- 
sult was that easy money continued to 
feed the maw of a credit-hungry, specu- 
lation-ridden economy. 

All the shortcomings of post-World 
War I price policy point to the dangers 
which lie in delay and in the consequent 
necessity of resorting to quick expedients 
when contingencies arise. Had prepara- 
tion been made during the war for a con- 
tinuation of price control throughout the 
transition period, the required regula- 
tions would have been in finished form 
ready to do the job as soon as the first 
ominous portents of inflation appeared. 
There would have been time to iron out 
minor difficulties, and, above all, the 
community, informed of the dangers 
ahead, would have been willing to co- 
operate in a unified endeavor to avert a 
common peril. 


VII. THE COLLAPSE 


Although prices continued to rise un- 
til May and June of 1920, the first un- 
mistakable portents of the boom’s hav- 
ing spent itself appeared in the first 
quarter of 1920. Total industrial produc- 
tion and the production of nondurables 
reached their peak in January, and em- 
ployment and pay rolls in March; dur- 
able goods’ production reached its peak 
in February, dropped somewhat, and 
then rose again until August, when it 
approximated the February level, before 
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beginning a steady decline. This lag in 
the response of durables is to be attrib- 
uted to the continuation of long-term 
heavy-investment projects, which, lag- 
ging in the boom, did not begin to revive 
until September, 1919. 

As was pointed out, the boom was 
speculation-fed, the unsurpassed rate of 
inventory accumulation being stimu- 
lated principally out of the desire to se- 
cure goods to be held for further price 
increases. As a consequence, the econo- 
my was in a state highly vulnerable to 
shock. Distributors and speculators, 
holding abnormally large inventories, 
would naturally be overapprehensive 
and quick to react to a small price de- 
cline or even to a deceleration in the rate 
of price increase. An attempt to liquidate 
holdings as a reaction to an unfavorable 
change in markets would, moreover, in- 
tensify any adverse price movement and 
grow contagion-like to panic proportions. 
The necessary condition for an uninter- 
rupted increase in activity was thus the 
fulfilment of the sanguine expectations 
prevailing at the time. Such fulfilment, 
however, was not forthcoming. For, by 
the beginning of 1920, the prodigious ac- 
cumulation of distributors’ stocks was 
beginning to seep through and cause a 
pile-up at the retail level, and, if the 
situation prevailing in department stores 
in early 1920® is at all a reflection of gen- 
eral conditions, the stock-sales ratio at 
the retail level was beginning to climb to 


“Tn district No. 1 (Boston) the Federal Re- 
serve Agent reports that ‘it seems clear not only 
that commodities are finding their way to the coun- 
ters of the retail merchant with increasing facility, 
but that the shelves of the latter are, in general, 
being stocked to capacity, and merchants are buy- 
ing more and more cautiously from month to month, 
willing to take chances which they would not risk a 
few months ago on deliveries... .’” (Federal Re- 
serve Bulletin, V1, No. 3 [March, 1920], 225). 

See “Federal Reserve Charts on Bank Credit, 
Money Rates, and Business,” Federal Reserve 
Chart Book No. 1 (Washington, 1941), pp. 58-so. 
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heights scarcely ever approached before 
or since.5’ It was inevitable that at some 
point retailers would refuse to load their 
shelves further with inventory and 
would curtail orders. Dealers and dis- 
tributors, hitherto clamoring for goods 
and duplicating orders to insure delivery, 
began canceling them on a large scale. 
The “competitive illusion” of boundless 
demand was pricked, and huge backlogs 
of orders vanished suddenly. Specula- 
tors and others, anxious to avoid being 
caught, began unloading goods, and 
prices plummeted downward.** 


The final reckoning came in May, 
1920. Whereas a year before there had 
been a scramble for inventory, there was 
now a stampede for liquidity. Wholesale 
prices, which had reached a high of 248 


s7Some writers attribute the collapse to a 
“buyers’ strike” in which the consumer is alleged 
to have withdrawn from the markets in protest 
against exorbitant prices (see Wilson F. Payne, 
Business Behavior 1919-1922 (Chicago, 1944], 
Pp. 209). While there is surface indication of a grow- 
ing consumer price consciousness, retail sales data 
for the period do not indicate an absolute drop in 
expenditures (see Kuznets, op. cit., pp. 4ff.). At 
most, therefore, we are justified only in tentatively 
postulating a drop in the propensity to consume of 
too small a magnitude to offset increases in income 
and reduce expenditures absolutely. 


s* Additional deflationary forces were the re- 
strictive government fiscal policy and the decline 
in foreign demand for agricultural commodities. 
By the first half of 1920, the treasury surplus was 
running at an annual rate of well over one and a 
half billion dollars. This drain manifestly would 
retard consumer expenditures, and this lends cre- 
dence to the view that the collapse was due largely to 
a failure of consumer buying to increase as rapidly 
as expected. As to exports, the demand for agricul- 
tural commodities began to decline in 1920 as United 
States foreign loans diminished, and the improve- 
ment of shipping facilities made competitive raw 
materials in other countries available. In mid-1920 
agricultural prices broke; an increase in the physical 
volume of exports offset the price decline and main- 
tained total export values at very high levels. But 
the grave deterioration in the farmers’ domestic 
markets added momentum to the deflationary 
plunge on which the country had been launched 
after the inventory speculation bubble had been 
pricked. 
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in May (July, 1914 = 100), began a pro- 
tracted decline, ending up in January, 
1922, at 130—a drop of over 45 per cent 
from the peak. Between the inflation 
peak and the depression trough raw ma- 
terials declined 51 per cent, semimanu- 
factures 65 per cent, and finished prod- 
ucts 58 per cent. Wholesale prices of 
bituminous coal fell 76 per cent, hides 
and skins 79 per cent, and structural steel 
72 per cent; crude petroleum dropped 
from $3.50 a barrel to $1.00 in sixteen 
months, and tobacco from $34.94 per 
hundred pounds to $8.24. Production of 
manufactured goods, which reached its 
high in January-February, 1920, fell 35 
per cent by April, 1921; factory pay 
rolls in this period were cut 44 per cent, 
and factory employment dropped 31 per 
cent. It is estimated that inventory losses 
due to the fall of prices amounted to 
nearly eleven billion dollars between the 
middle of 1920 and the middle of 1921. 
The farmer particularly suffered 
throughout the entire post-Armistice 
period, sustaining setbacks in real in- 
come both during the inflation and dur- 
ing the collapse. During 1919 the farm- 
er’s dollar income rose, but prices in- 
creased far more, and his real income in 
terms of prices paid for family living was 
12 per cent below the 1918 level. In 1920 
farm net dollar income dropped, but 
prices paid rose; and in 1921 net farm 
dollar income dropped 55 per cent be- 
low the 1920 level, while the cost of 
family living fell but 26 per cent. By 
1921 the purchasing power of farm net 
income was 57 per cent below the 1918 
level. As a result of the deflation, farms 
were foreclosed on a prodigious scale. 
American agriculture, already under- 
going the strains of secular decline, was 
thus saddled with additional burdens re- 
sulting from a sharp cyclical collapse. 


EUGENE ROTWEIN 


VIII. EPILOGUE 


Thus the inflation came to an end; and 
the prophets of disaster, who many 
months before had forecast a deflation- 
ary avalanche, were confirmed—only a 
year and a half later, and only after their 
own mistaken prognostications as to im- 
mediate post-Armistice developments 
had helped pave the way for that which 
they feared most. 

It would be rash to suppose that eco- 
nomic forces in play after this war will 
be an exact replica of those following 
World War I. It would be rasher still, 
however, to dismiss the past as irrelevant 
and fail to heed the lessons of that period 
of manifest failure. 

First, demobilization need not be ac- 
companied by immediate deflation. The 
decline in government demand may be 
more than offset by consumer, inventory, 
and foreign demand. It was the failure to 
perceive this which was responsible for 
the critical delay and subsequent confu- 
sion in attempting to combat the boom. 

Second, inflation can be generated in 
a matrix of decidedly pessimistic busi- 
ness expectations. After the Armistice 
there was virtual unanimity in the antic- 
ipation of a sharp drop in prices. That 
this was instrumental in bringing about 
the brief post-Armistice lull is not denied. 
But these expectations notwithstanding, 
consumer demand and demand for com- 
modity stocks held up remarkably; and 
the subsequent inflation, whose incep- 
tion occurred at the very time when gov- 
ernment and industry were possessed 
with deflation gloom, entirely dwarfed 
the short-lived recession. 

Third, movements in price indexes 
alone cannot be regarded as a trust- 
worthy guide in the removal of price 
ceilings. A drop in prices below ceilings 
for a few months even in a background 
of apparently general deflationary forces 














may be deceptive, and a removal of ceil- 
ings May prove premature. Thus the 
wholesale price index fell from 204.3 in 
September, 1918, to 192.9 in February, 
1919. Were a mechanical formula re- 
garded as reliable, the removal of price 
ceilings might be indicated; but from 
February, 1919, to May, 1920, the whole- 
sale price index moved up from 192.4 to 
248.4—a rise of 28 per cent. Price move- 
ments are, of course, significant, but their 
import for price policy can be properly 
evaluated only in a careful and compre- 
hensive analysis of the principal determi- 
nants of the level of activity. 

Fourth, once price controls are re- 
moved, it is difficult to reinstitute them 
with the dispatch required by a threat- 
ening inflation. A complex and carefully 
constructed edifice of controls, once dis- 
mantled, cannot readily be restored. 
Palmer’s jerry-built regulatory structure 
is eloquent testimony to this. Further- 
more, public resistance to the reintroduc- 
tion of control, hardened by months of 
regulation-free activity and the termina- 
tion of hostilities, renders unlikely an ex- 
peditious reinstitution of comprehensive 
regulations. But, even were it feasible to 
restore quickly a body of regulations 
structurally adequate to the task, the 
previous removal of control in itself 
stands as a formidable barrier to its ef- 
fective functioning. For the psychologi- 
cal obstructions to the reacceptance of 
control due to the disappearance of a 
sense of wartime urgency also militate 
against a ready compliance with regula- 
tions newly revived and still “‘cold’’; and 
without full cqmmunity co-operation 
even those controls most flawless in 
structural detail are reduced to impo- 
tence. 

Fifth, as has been definitively demon- 
Strated by the ineffectual efforts after 
the last war as well as by the notable 
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achievements of the current war experi- 
ence, successful price control demands 
complementary controls in other sectors 
of the economy of which wage and in- 
ventory regulation are integral parts. 

As the present conflict draws to a 
close, the repeated attempts to emascu- 
late price control through devitalizing 
amendments clothed in the garb of ob- 
jectives such as “increasing production” 
will doubtless grow more grim and reso- 
lute. With the actual termination of all 
hostilities, the attack on price control 
will most certainly become frontal. In all 
likelihood the end of the war will itself 
be regarded as sufficient ground for pro- 
testing a continuation of price control as 
superfluous or pernicious, and the nation 
will once again be importuned by various 
groups for an immediate return to “nor- 
malcy” and confronted with specters of 
a postwar economy shackled by regula- 
tions. Maximum price control may, in- 
deed, prove unnecessary after the war; 
but, in making a decision, the nation 
must exercise considerable caution. 

A postwar inflation comparable in 
severity to that of the last postwar period 
will again expose the economy to prob- 
able collapse, with all its attendant suf- 
fering, and the collapse itself will, of 
course, seriously retard the implementa- 
tion of any long-run program of full em- 
ployment. The success of wartime price 
control cannot be questioned; the infla- 
tionary dangers, however, may not be 
over with the war’s end, and the avoid- 
ance of postwar price maladjustments 
are, together with wartime controls, re- 
lated parts of an indivisible program of 
maintaining economic stability. If care- 
ful analysis indicates the need for con- 
tinued price control after the war, it is 
to be hoped that the nation will remem- 
ber its last postwar experience. 


Etuuvurst COLLEGE 











THE COMPENSATORY THEORY OF PUBLIC WORKS 
EXPENDITURE 


CLAY J. ANDERSON 


UBLIc works have long been recom- 
mended as a means of exercising 
certain desirable controls over 

economic activity. One of the first to be- 
come prominent was the recommenda- 
tion of an anticyclical variation in the 
volume of public works to smooth out 
cyclical variations in business activity.” 
Because the compensatory purpose is 
prominent in this type of proposal, I 
have chosen to refer to it as the “com- 
pensatory theory.” The chief aim of this 
article is to trace the development of this 
particular theory of public works and to 
appraise the claims made for it. 

The compensatory theory has two 
important characteristics. It has as its 
primary objective the stabilization of 
total economic activity. Another feature 
is that major emphasis is placed on the 
primary instead of on the secondary ef- 
fects of public works, that is, on the em- 
ployment provided directly on the pub- 
lic works projects. 

During the period 1895-1908 a better 
time distribution of public works was 
suggested several times. In 1895 the 
Massachusetts Board To Investigate the 
Unemployed proposed increased public 
works projects during periods of eco- 
nomic distress, although apparently for 
the purpose of providing relief for the un- 
employed instead of smoothing out total 
economic activity.* Suggestions for a 


* For another, see the author’s article, “The De- 
velopment of the Pump-priming Theory,” Journal 
of Political Economy, LIT (1944), 144-59. 

*See the Report of the Massachusetis Board To 
Investigate the Subject of the Unemployed (House 
Doc. No. 50 [Boston, 1895]), 125. 


similar compensatory variation in public 
works were made in several European 
countries. In France various govern- 
ment circulars issued between 1897 and 
1908 urged an examination of the possi- 
bility of distributing public works in such 
a way as to “balance to a certain extent 
the depression in the labour market oc- 
curring in times of crisis.’’> The Prussian 
minister of commerce issued a circular in 
1904 pointing out that state and local 
authorities could prevent, or at least 
mitigate, the effects of unavoidable un- 
employment by similar means,‘ and in 
1908, the Central Unemployed Body for 
London passed a resolution that “the 
Central Body approve of contributions 
being made in respect to works which 
would be undertaken by the Borough 
Councils in the ordinary course, but 
which it is proposed to anticipate on ac- 
count of the temporary distress.’’s 
These proposals indicate a significant 
departure from the previous conception 
of relief work in that public authorities 
were urged, rather than to improvise ex- 
traordinary work, to plan in advance 
the distribution of ordinary construction. 
In this respect the proposals are similar 
to, and anticipate, the compensatory 
theory but differ from it in that their pri- 
mary purpose seems to have been the re- 
lief of the unemployed instead of the 
smoothing-out of cyclical fluctuations. 


3See International Labour Office, Unemploy- 
ment and Public Works (Geneva, 1931), P. 34- 


4 Tbid., p. 36. 


’ Third Report of the Central Unemployed Body 
for London (London, 1909), P. 7. 
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The minority report of the English 
Poor Law Commission in 1909 is a mile- 
stone in the development of public works 
doctrine in that it definitely proposed the 
use of public works to smooth out cyclical 
fluctuations. Moreover, it apparently 
has served as the archetype for later pro- 
posals and therefore will repay examina- 
tion in some detail. 

The Report proposes a fourfold reform 
program as a solution for the unemploy- 
ment problem.* The third proposal is one 
which is of immediate concern for this 
study, as it led directly to the recom- 
mendation of a compensatory public 
works policy. The discussion falls mainly 
under four headings: (1) the need for 
regularizing the demand for labor; (2) 
the use of public works for that purpose; 
(3) the difference between the minority’s 
proposal and relief; and (4) the advan- 
tages of concentrating public construc- 
tion in periods of depression. 

It was recognized by those responsible 
for the minority report that the estab- 
lishment of national labor exchanges and 
the adoption of their proposals for ab- 
sorbing surplus labor would still leave 
the unemployment problem largely un- 
solved. Such proposals would not prevent 
unemployment “whenever the total vol- 
ume of the business of the nation falls 
off in those periodical depressions of 
trade of which we have, as yet, no com- 
plete explanation.”’ According to the 
evidence submitted to the commission 
by A. L. Bowley in 1907, the proportion 
of trade-union members who retained 
employment in England fell from 97 or 
98 per cent in “good years” to 92 or even 
89 per cent in “bad years”; and the num- 






* Report of the Royal Commission on the Poor Laws 
(London, 1909), pp. 1145, 1180, 1190-95, 1216-17. 


" Ibid., p. 1195. 
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ber of trade-union unemployed due to 
nonseasonal causes probably fluctuated 
“between 100,000 in the best year to 
300,000 in the worst.” Under these cir- 
cumstances “what is needed in the lean 
years, which we must expect to recur 
once or twice in every decade, is some 
means of keeping the demand for their 
{the laborers’) services at a uniform 
level.’’* 

Having established the need for regu- 
larizing the demand for labor if unem- 
ployment is to be prevented, the next 
question is how it can be accomplished. 
On this point the Report states: “We 
think that the Government can doa great 
deal to regularize the aggregate demand 
for labour as between one year and an- 
other, by a more deliberate arrangement 
of its orders for work of acapital nature.’ 
Mr. Bowley estimated that a wage fund 
of £10,000,000 would have been neces- 
sary to bring the demand for labor dur- 
ing the worst year up to that of the best 
and that for the preceding decade as a 
whole a fund of £40,000,000 would have 
sufficed. Consequently, the minority re- 
port recommended that the government 
should “to the extent of at least £4 ,000,- 
000 @ year, arrange a portion of the ordi- 
nary work required by each Department 
on a Ten Years’ Programme; £40,000,- 
ooo worth of work for the decade being 
then put in hand—exclusively in the lean 
years of the trade cycle; being paid for 
out of loans for short terms—and being 
executed with the best available labor— 
engaged in the ordinary way.’** Mr. 
Bowley is quoted to the effect that this 
proposal differs from relief works in four 
important ways: (1) public works would 
be increased before the unemployment 


8 [bid. 
9 Ibid. 
© Ibid., pp. 1216 and 1237. (Italics mine.) 
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index reached 4 per cent; (2) an artificial 
demand for labor would not be created 
but “only an adjustment in time of the 
ordinary demand”’; (3) the unemployed 
as a class would not be attracted because 
men would be hired according to their 
fitness for the job; and (4) the wages 
paid would be according to the work 
done, the work “being contracted out on 
the ordinary commercial basis.’”™ 

Finally, the minority report lists sev- 
eral advantages which might be expected 
to ensue if the proposal were put into 
practice. One is that the total cost of pub- 
lic construction would be decreased, since 
a larger part of the total construction 
would be executed during depression 
when the government could borrow at 
lower rates of interest.’* Another advan- 
tage claimed is that the “total volume of 
industry for the decade as a whole” 
would be increased." During depression 
capital is idle and entrepreneurs are un- 
willing to embark on new undertakings. 
Hence if “that which would otherwise 
have been idle is set to productive work”’ 
by the government, there is a “real addi- 
tion’ to production for the decade as a 
whole because it will not interfere with 
the amount of employment provided by 
“taxpayers.” In fact, it is claimed that 
those from whom the money is borrowed 
will increase rather than decrease their 
personal expenditure. Finally, it is con- 
tended that the interest and‘sinking-fund 
charges resulting from government bor- 
rowing to finance public works during 
depression will fall mainly on the “‘higher 
profits” of good years and thus tend to 
curb private expenditure, which, from 
the standpoint of regularizing the de- 
mand for labor, is “‘a positive advan- 
tage.’’"4 


"3 Ibid. 
"4 Ibid. 


™ Tbid., p. 1196. 
"2 Tbid., p. 1198. 


It is evident that the primary purpose 
of this proposal in the minority report 
is the use of public works to stabilize 
total economic activity and the demand 
for labor and not the use of public works 
for the relief of the unemployed. The 
principle underlying the proposal is 
simple. Public authorities, by increasing 
construction during years of prosperity 
and decreasing it during years of depres- 
sion, tend to intensify business fluctua- 
tions. But if they would plan their ordi- 
nary public works in advance and post- 
pone some of their construction during 
good years so that a larger amount would 
be undertaken during depression, private 
fluctuations would to that extent be 
counteracted and total economic activity 
stabilized. In other words, the minority 
report proposes that the volume of pub- 
lic construction should be varied in such 
a way as to compensaie for the variations 
in private industry. 

This recommendation in the minority 
report of the English Poor Law Commis- 
sion seems to have been the pattern from 
which later proposals of the compensa- 
tory type have been shaped. A notable 
feature of the history of this phase of 
public works doctrine is the striking uni- 
formity which exists among all proposals 
of this type. 

During the next decade the compensa- 
tory theory of public works was frequent- 
ly reiterated, but contributions or criti- 
cisms were few. In 1911 the compensa- 
tory policy was given ardent support by 
Sidney and Beatrice Webb in their book, 
The Prevention of Destitution. During 
the same year, in two papers presented 
at the First Annual Conference on the 
Prevention of Destitution, the possibil- 
ity was investigated of varying public 
expenditure in such a manner as to 
smooth out cyclical fluctuations in the 
building and woolen trades. The general 
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conclusion was that such a program 
would be substantially effective." 

The beginning of World War I in 1914 
seems to have terminated, temporarily, 
the discussion of the compensatory policy 
in Europe. The problem of war became 
more pressing than that of unemploy- 
ment. In the United States, on the other 
hand, the beginning of the war intensi- 
fied the problem of unemployment which 
had been growing more acute as indus- 
trialization proceeded. The preceding 
half-century had been one of very rapid 
industrial growth with the result that 
cyclical fluctuations were becoming more 
severe. Consequently, the United States, 
with a large proportion of its population 
dependent upon industrial and commer- 
cial pursuits, and with free land no longer 
available as an outlet for its unemployed, 
was having to face the serious unemploy- 
ment problem which the older industrial 
nations of Europe had already experi- 
enced. Moreover, a significant shift in 
the general attitude toward unemploy- 
ment is noticeable during the decade 
preceding the war. 

Prior to this time, lack of employment 
had been attributed mainly to personal 
fault or misfortune; and few, if any, 
attributed unemployment to the faulty 
operation of an economic system over 
which the individual worker had no con- 
trol. For example, one report on unem- 
ployment states: “Unemployment very 
generally is regarded as an individual 
misfortune subject to treatment by 

*S G. H. Wood, “The Regularization of Public De- 
mands,” pp. 528-34, and Dearle, “The Building 
Trades and the Reorganization of Public Works,” 
PP. 534-41, in the Proceedings of the First Annual 
Conference on the Prevention of Destitution (London, 
1911). In the discussion of these papers, A. L. Bow- 
ley stated that an expansion of public works stimu- 
lated private production and employment (see ibid., 
P. $43). 

Herman Feldman, The Regularization of Em- 
ployment (New York, 1925), p. 426. 


charity. It is only recently that unem- 
ployment has come to be looked upon as 
a problem peculiarly @ part of the indus- 
trial organism.’’*’ Another states that, in 
dealing with the problem of unemploy- 
ment, the “industrial element” is funda- 
mental and that the “purely personal” 
element is “incidental.”** Royal Meeker, 
then United States Commissioner of 
Labor, was quoted to the effect that “‘un- 
employment in America was discovered 
in 1914.” 

Just as the attitude toward unemploy- 
ment was changing and as interest in 
remedies was becoming manifest follow- 
ing the start of World War I in 1914, the 
United States suffered a short but severe 
depression. Many laborers lost their 
jobs, but, as usual, public authorities 
were not prepared to deal with the prob- 
lem.*° Several cities appointed commit- 
tees, however, to study unemployment 
and to suggest methods of dealing with 
it. Although the policy had been briefly 
mentioned earlier,” it is in the reports 
of these committees which appeared dur- 
ing the next few years that we find the 
first serious recommendation in the 
United States that public authorities 
use their public construction to compen- 
sate for private business fluctuations.” 


17 Report of the Chicago Municipal Markets Com- 
mission to the Mayor and Aldermen (Chicago, 1914) 
p. 6. (Italics mine.) 

"8 Report of the Mayor's Committee on Unemploy- 
ment (New York, 1917), p. 8. 

19 John R. Shilladay, Planning Public Expendi- 
tures To Compensate for Decreased Private Employ- 
ment during Business Depression (New York, 1916), 
p. 5. 

2° Report of the Mayor’s Committee on Unemploy- 
ment (New York), p. 5. 

* William Leiserson, Unemployment in the State 
of New York (New York, 1911), Appen. I, p. 69. 

23 Report of the Chicago Municipal Markets Com- 
mission to the Mayor and Aldermen; John B. An- 
drews, A Practical Program for Relieving Unemploy- 
ment in America (New York, 1915); Proceedings of 
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The frequent references to foreign 
plans and the similarity of these Ameri- 
can proposals to that of the minority 
report of the English Poor Law Commis- 
sion indicate that the idea was borrowed 
from Europe. Moreover, the contempo- 
rary economic literature in the United 
States contributed little to the analysis 
of the compensatory principle. The main 
points brought out in the typical pro- 
posal were: (1) that when public works 
construction varies directly with private 
fluctuations, private fluctuations are ac- 
centuated; (2) that if public authorities 
would plan their public construction 
several years in advance and then ex- 
ecute most of the projects in depression, 
business fluctuations would be smoothed 
out and the demand for labor stabilized; 
and (3) that the application of the policy 
would result in several advantages, very 
similar to those listed in the minority 
report. 

In 1919 the International Labor 
Conference which met at Washington 
adopted a recommendation that “each 
Member of the International Labour 
Organisation co-ordinate the execution 
of all work undertaken under public au- 
thority with a view to reserving such 
work as far as practicable for periods of 
- unemployment.”** Since that time the 


the National Conference of Charities and Corrections 
(42d Annual Session) (Chicago, 1915); Shilladay, 
op. cit.; Report of the Mayor’s Commitiee on Unem- 
ployment (New York). See also N. I. Stone, “‘Na- 
tional Employment Reserve for Lean Years, and 
Seasons,” Survey, XXXIII (1915), 439-40; “Sta- 
bilizing the Demand for Labor” (editorial), New 
Republic, XVI (1918), 125-27; Otto Mallery, ““Na- 
tional Policy—Public Works To Stabilize Employ- 
ment,” Annals of the American Academy of Political 
and Social Science, LXXXI (1919), 56-61; American 
Labor Legislation Review, IV (1914), 298; William 
Hard, “Big Jobs for Bad Times,” Everybody's Mag- 
asine, XXXV (1916), 131-32; W. M. Leiserson, 
“The Problem of Unemployment Today,” Political 
Science Quarterly, III (1916), 18. 

*3 International Labour Office, Planning of Pub- 
lic Works in Relation to Employment (Geneva, 1937), 
p. 1. 


International Labour Organisation has 
been one of the most ardent supporters of 
this type of proposal, and the Interna- 
tional Labour Office has published sever- 
al studies dealing as a whole, or in part, 
with this public works policy.” 

In 1921 the United States found itself 
in the grip of another severe depression 
and once again was confronted with the 
problem of dealing with large-scale un- 
employment. This depression brought 
forth another group of proposals that 
public authorities should use their con- 
struction to counteract the cyclical varia- 
tions in private industry.** For example, 
the Report of the President’s Conference 
on Unemployment states: “If a larger 
proportion [of public works] were ex- 
ecuted in years of depression than in 
years of active industry a powerfu! 
stabilizing influence would be exerted.” 
Realizing that their proposal would be 
relatively ineffective unless all public 
authorities co-operated, the committee 
suggested that steps should be taken not 
only to dovetail federal construction 
with private fluctuations but also to en- 
list the co-operation of state and local 
authorities so that all public construc- 
tion activities might be synchronized 


24 Remedies for Unemployment (Geneva, 1922); 
Unemployment and Public Works; Public Works 
Policy (Geneva, 1935); Planning of Public Works in 
Relation to Employment. 


*sE.g., Report of the President’s Conference on 
Unemployment (Washington, 1921), pp. 96-100; 
E. E. Hunt, “Action,” Survey, XX XIX (1921), 427- 
29, and “Long-Range Planning,” Outlook, CXXX 
(1922), 17; International Labour Office, Remedies 
for Unemployment, pp. 118-20; Otto Mallery, “Get- 
ting the Jump on Unemployment,” American City, 
XXVIII (1923), 2-3, “With Proper Forethought in 
Good Times There Need Be No Bad Times,” Amer- 
ican City, XXVIII (1923), xxviii-xxix, 231, and 
“Set Up a Reserve of Public Works To Stabi- 
lize Employment,” American Labor Legislation 
Review, XIV (1924), 155-50; Is Unemployment In- 
evitable? A Symposium (London, 1924), PP. 52-53, 
83-84, 366-77. 


6 See p. 96 of the Report. 
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and directed toward this common ob- 
jective.”’ 

That these proposals for a compensa- 
tory use of public works met with com- 
paratively general approval is indicated 
by the fact that they were indorsed by 
such organizations as the Federated 
American Engineering Societies, the 
American Federation of Labor, the As- 
sociated General Contractors of America, 
the Industrial Board of Pennsylvania, 
the American Association for Labor 
Legislation, and members of the United 
States Chamber of Commerce.” 

The remainder of the twenties was 
one of diminished interest in the pro- 
posed use of public works to alleviate 
business fluctuations. Quite naturally a 
period of prosperity is less fertile soil for 
the growth and development of such pro- 
posals than a period of depression. Fur- 
thermore, the relative stability of prices 
and production and the apparent success 
of Federal Reserve Bank credit ‘control 
led many to, believe that the United 
States had entered a “‘new era” —a “pla- 
teau”’ rather than a “‘peak”’ of prosperity. 
Under these circumstances only a few of 
the more faithful champions continued 
their efforts to arouse interest in the 
compensatory proposals.*® The most sig- 
nificant development during this period 
is an increasing interest in the subject on 
the part of academic economists. Their 
efforts, however, were devoted mainly 
to a careful and more penetrating analy- 
sis of special phases of the compensatory 
principle. For example, difficulties in- 
volved in putting the compensatory 
principle into practice, the relation of 
methods of financing to the aggregate 


*" Ibid., p. 100. 

* Business Cycles and Unemployment (New York, 
1923), p. 248. 

* E.g., Otto Mallery, “Public Construction the 


Best Available Prosperity Reserve,” American City, 
XXXVIII (1928), 89-90. 


demand for labor, and the adequacy of 
public works as a means of securing 
cyclical stabilization were examined.** 

The depression which began in the 
latter part of 1929 greatly accentuated 
interest in public works proposals. But 
the relevant literature of the last decade 
reveals a significant shift in emphasis. 
The use of public works to counteract 
private business fluctuations continued 
to be advocated,* but the compensatory 
principle, instead of playing the domi- 
nant role as formerly, is overshadowed 
by the proposals for using public works 
to stimulate private industry ; and, where- 
as an expansion of public works during 
depression had been proposed primarily 
to compensate for the decrease in private 
production, it was now being proposed 
primarily as a means of reviving private 
industry. 

A different type of compensatory pro- 
posal emerged about 1928. Instead of 


3° E.g., D. H. MacGregor, “Public Authorities 
and Unemployment,” Economica, III (1923), 10- 
18; R. G. Hawtrey, “Public Expenditure and the 
Demand for Labour,” Economica, V (1925), 38-48; 
Frank G. Dickinsor, “Public Construction and Cy- 
clical Unemployment,” Annals of the American 
Academy of Political and Social Science, CXXXTX 
(1928), 175-209; Georg Bielschowsky, ‘Business 
Fluctuations and Public Works,” Quarterly Journal 
of Economics, XLIV (1930), 286-319; V. A. Mund, 
“Prosperity Reserves of Public Works,” Annals of 
the American Academy of Political and Social Sci- 
ence, CXLIX (1930), Part II, 1-49. 


3" E.g., International Labour Office, Unemploy- 
ment and Public Works, esp. pp. 1-90, and Public 
Works Policy, passim; Report of the President's Con- 
ference on Unemployment (Washington, 1930), pp 
3-8; Henry Raymond Mussey, Unemployment: A 
Practical Program (New York, 1930), passim; Wil- 
liam N. Loucks, “Public Works Planning and Eco- 
nomic Control: Federal, State, and Municipal,” 
Annals of the American Academy of Political and 
Social Science, CLXII (1932), 114-20; Leifur Mag- 
nusson, “‘A Program of International Public Works,” 
Annals of the American Academy of Political and So- 
cial Science, CLXII (1932), 136-38; Wladimir Woy- 
tinsky, “International Measures To Create Employ- 

ment,” International Labour Review, XXV (1932), 
1-15; International Labour Office, Planning of Pub- 
lic Works in Relation to Employment, passim. 
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varying the volume of public works in 
such a way as to offset or counteract pri- 
vate industrial fluctuations, it was sug- 
gested that public works should be used 
to adjust the flow of consumer purchas- 
ing power and in this way to stabilize 
private business activity. This view is 
represented by Foster and Catchings.* 

The use of public works to adjust 
the flow of purchasing power, although 
similar, differs in some respects from the 
compensatory principle. Both contem- 
plate an expansion of public works in de- 
pression and a contraction in prosperity; 
both envisage the compensatory effect 
of a variation in the volume of public 
works, the former via the flow of con- 
sumer income and its effect on private 
industry instead of the direct effect of 
the construction expenditure itself; and 
both have as their ultimate objective the 
stabilization of total economic activity. 
But the former is based upon the assump- 
tion that the variation in purchasing 
power is the real cause of cyclical fluc- 
tuations and therefore that the volume 
of public works should be varied as a 
means of controlling the flow of purchas- 


ing power and eliminating private indus- 


trial fluctuations, while the earlier type 
of compensatory principle assumes that 
private fluctuations will continue but 
proposes that public works should be 
used to offset them. 


II 


An interesting feature of the history 
of the compensatory principle is the rela- 
tively small amount of criticism which 
it provoked, especially during the first 
decade of its existence. This may have 
been because the principle appeared so 
simple that students of economics neg- 
lected it. Another factor, perhaps, is that 


3* See The Road to Plenty (New York, 1928), esp. 
PP. 192-95. 


it did not infringe upon any vested rights 
or call for an extension of governmental 
control and hence did not arouse bitter 
or organized opposition. Of the criticisms 
made, most are the work of economists 
who subjected the proposals to a more 
penetrating analysis. 

One of the first objections to the com- 
pensatory proposal was that voiced by 
the Transvaal Indigency Commission. 
This commission contended that the 
state could not increase total employ- 
ment since it could secure funds for the 
payment of wages only by taxation and 
therefore by increasing its public con- 
struction the state was only “diminish- 
ing employment with one hand, while it 
increased it with the other.’’** 

It was apparently this objection which 
brought Professor Pigou into the con- 
troversy. Assuming a nonmonetary econ- 
omy, he admits that a part of the re- 
sources used by the government for pub- 
lic works would probably have been em- 
ployed in private industry and that to 
this extent an expansion of public works 
would not result in an increase in the ag- 
gregate demand for labor. However, an- 
other part would come from “funds 
which would normally have been stored, 
....from funds which would normally 
have been consumed by the relatively 
well-to-do,” and funds which would other- 
wise have been used for relief. Therefore, 
Professor Pigou concludes that the ob- 
jection of the Transvaal Indigency Com- 
mission is not sound.* It is evident that 
the real question here is whether govern- 


33 Quoted in A. C. Pigou, Wealth and Welfare 
(London, 1912), p. 477. 


34 Ibid., pp. 477-78. It seems obvious, however, 
that a transfer of funds from the consumption er- 
penditure of the “relatively well-to-do” to the gov- 
ernment for public works would not increase the 
total demand for labor unless a larger proportion of 
the expenditure on public works than of the con- 
sumption expenditure was paid to labor. 
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ment can finance its public worksexpendi- 
ture in such a way that there will not be 
a corresponding reduction in the expend- 
iture of private enterprise. 

In 1913 Professor Pigou had raised 
another question concerning the ability 
of the state to increase the aggregate de- 
mand for labor. He criticized the un- 
qualified assumption that a compensa- 
tory variation of the volume of public 
works would diminish the amount of un- 
employment.*5 The effect on unemploy- 
ment, according to Pigou, depends upon 
the mobility of labor between public 
works and private industry. If labor is 
completely mobile between these centers 
of demand, any expansion of public 
works by absorbing the unemployed from 
private industry will diminish unemploy- 
ment.* But if labor is completely im- 
mobile between private industry and 
public construction, none of the unem- 
ployed from private industry will be ab- 
sorbed. In fact, for the trade cycle as a 
whole the amount of unemployment 
would be greater because “‘there will be 
no less unemployment than there would 
have been among the men attached to 
private industry, and there will be more 
than there would have been among those 
attached to public industries.”’5’ 

Even though the soundness of the 
compensatory proposals be admitted, 
there is the question of whether the vol- 
ume of public construction is adequate 
to smooth out cyclical fluctuations and 


35 Unemployment (New York, 1913), p. 184; Biel- 
schowsky, op. cit., p. 294. 


3 Pigou, Unemployment, pp. 184-85. 


37 Ibid., p. 185. It should be noted, however, that 
Professor Pigou’s conclusion is valid only on the as- 
sumption that a compensatory policy would result 
in a greater variation in the volume of public works 
than would occur without it if the over-all volume of 
public works remains the same. In the absence of a 
planned public works policy the volume of public 
works is greater in prosperity and less in depression. 


therefore to stabilize the demand for 
labor. One of the earliest attempts to 
estimate the amount of public works re- 
quired was that of A. L. Bowley, in 1909, 
who, referring to the preceding decade, 
estimated that £10,000,000 would have 
brought the demand for labor in the 
worst year in England up to that of the 
best and that a reserve of £40,000,000 
would have been sufficient for the decade 
as a whole.** Later estimates, however, 
were not so optimistic.*® For example, 
the President’s Conference on Unem- 
ployment in the United States estimated 
that if one-fifth of the ordinary public 
construction were deferred each year for 
ten years, the accumulated reserve would 
offset one-third of the “dead weight” of a 
depression such as that in 1921.4 The 
most comprehensive of these studies, 
that of Frank G. Dickinson,“ concluded 
that a perfect allocation of public con- 
struction during the period 1919-25 
would have compensated for the varia- 
tion in private industry and that, by 
shifting one-half of the public construc- 
tion in one year, a considerable portion of 
the unemployed in 1921 and 1922 could 
have been given work.* 

The attitude of doubt regarding the 
adequacy of public works as a means of 
economic stabilization was intensified by 

38 Report of the Royal Commission on the Poor 
Laws, p. 1195; Sidney and Beatrice Webb, Preven- 
tion of Destitution, p. 114. 

39 For other estimates regarding the adequacy of 
public works as a compensatory device see Shilladay, 
op. cit., pp. 17-18; Report of the President's Confer- 
ence on Unemployment (1921), p. 97; 1s Unemploy- 
ment Inevitable? pp. 367-68; Business Cycles and 
Unemployment: Report and Recommendations of a 
Committee of the President’s Conference on Unem- 
ployment (New York, 1923), Pp. 234-35. 

4° Report of the President's Conference on Unem- 
ployment (1921), p. 97. 

4* “Public Construction and Cyclical Unemploy- 
ment,” Joc. cit., pp. 175-209. 

# Ibid., pp. 15-17, 23- 
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the depression beginning in 1930. In fact, 
the definite statement has been made 
by one leading writer that public works 
are not “adequate in themselves to per- 
form the whole task.’’** Another states 
that the most serious weakness of a pub- 
lic works program as a means of creating 
employment “is its utter inadequacy in 
amount.’ 

Administrative difficulties are likely 
to cause actual achievements to fall con- 
siderably short of the ideal envisaged by 
the champions of the policy. If used 
to counteract minor fluctuations, the 
volume of public works would have to be 
made very flexible or private fluctua- 
tions would be intensified. Moreover, a 
prompt expansion as soon as private in- 
dustry begins to decline involves the 
danger of intensifying maladjustments 
and of delaying recovery.” 

The technical details involved in ex- 
panding public works present another 
obstacle to efficient timing. Projects 
must be prepared and approved, plans 
and specifications drawn, sites acquired, 
and appropriations made before actual 
construction begins. Unless advanced 
planning and preliminary preparations 
have been made, a long delay in getting 
construction under way is inevitable.‘’ 


43J. M. Clark, Economics of Planning Public 
Works (Washington, 1935), p. 147. 

44Leonard Ayres, Economics of Recovery (New 
York, 1933), p. 177. For similar views see R. G. 
Hawtrey, Capital and Employment (New York, 
1937), pp. 125-26; Sumner Slichter, “Economics of 
Public Works,” American Economic Review Supple- 
ment, XXIV (1934), 177. 

48 E.g., see MacGregor, op. cit., pp. 13-16; Biel- 
schowsky, op. cit., pp. 301-14; Leo Wolman, Plan- 
ning and Control of Public Works (New York, 1931), 
pp. 159-67, 173-75; International Labour Office, 
Unemployment and Public Works, pp. 70-89. 

4° This point has been stressed by Slichter, of. cit., 
and in his Towards Stability (New York, 1934), pp. 
144-45. 

47 E.g., see Clark, op. cit., pp. 63-65. 


Even though advance preparations have 
been made, time is required for prelimi- 
nary work before the use of men and 
materials reaches its maximum. As for 
contraction, projects already under way 
cannot be stopped without great loss. 
Hence a prompt contraction in the vol- 
ume of public construction might be ex- 
tremely difficult. Thus the administra- 
tive and legislative procedure and the 
physical requirements for economical 
construction make a public works pro- 
gram less flexible than is desirable from 
the standpoint of the proper timing of 
a compensatory program. 

The administrative problem is further 
complicated by the great decentraliza- 
tion which exists in the control of public 
construction. This control is divided not 
only among numerous bureaus and de- 
partments of the federal government but 
also among the forty-eight states and a 
multitude of local political units. For ex- 
ample, there are approximately thirty- 
one independent local units of govern- 
ment within the city of Chicago and 
about 380 in Cook County outside Chi- 
cago. All of these political units do not 
have public works construction, how- 
ever.“ This great diffusion of msponsi- 
bility for public construction raises a 
serious problem. A compensatory public 
works policy cannot be very effective un- 
less the major part of all public construc- 
tion is included in the program and to do 
this it would be necessary to secure the 
co-operation of the states and local units 
of government. 


Ill 


The compensatory public works policy 
has been recommended many times since 
the minority report of the English Poor 
Law Commission in 1909 and has met 
with considerable approval. Herman 


4* Wolman, op. cit., p. 162. 
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Feldman states that the recommenda- 
tion which is “best known” and “upon 
which there is complete unanimity” of 
opinion is the long-range planning of pub- 
lic works in relation to cyclical fluctua- 
tions.*” He continues that “it is urged 
alike by radicals and conservatives, by 
socialists and capitalists.’’s° 

The number and variety of organiza- 
tions which indorsed Senate Bill 3059 
providing for the “advanced planning 
and regulated construction of certain 
public works, for the stabilization of in- 
dustry, and for the prevention of unem- 
ployment during periods of business de- 
pression,” is another indication of the 
favorable attitude of the public toward 
these proposals.* 

In England, Sir Arthur Salter stated 
that “every person in a responsible posi- 
tion teaching or studying economics in 
the University of Oxford” is in favor of 
the policy and that all are “unanimous” 
in the view that public works could be an 
“extremely useful corrective if properly 
timed and used in relation to the ups and 
downs of trade cycles.” 

But the many proposals of the com- 
pensatory type and the numerous in- 
dorsements of its principle seem to have 
had little effect on the public works 
policies of most governmental authori- 
ties. Only a few attempts have been 
made to put them into practice, some of 
the typical ones being summarized be- 
low. 

In England, the Development and 
Road Fund Act of 1909 provided for the 
establishment of funds for grants or loans 


49 Op. cit., pp. 405-6. 

8° Ibid., p. 407. 

5' Hearings on S. 3059, H.R. 8374 and Others, Com- 
mittee on Judiciary, House of Representatives (71st 
Cong., 2d sess. [Washington, 1930]), p. 1. 

8? Parliamentary Debates, House of Commons, 
CCCXXVIII (London, 1937), 852. 


to nonprofit associations for specified 
types of public works. One section of the 
act provided that “in approving, execut- 
ing or making advances in respect of the 
execution of any work under this act in- 
volving the employment of labor on a 
considerable scale, regard shall be had so 
far as is reasonably practicable to the 
general state and prospects of employ- 
ment.”’s* In accordance with this policy, 
the Development Commission set aside 
a reserve fund in 1914 for use in depres- 
sion years. When the war broke out, 
this reserve was drawn upon for public 
works in localities where there was un- 
employment, but the necessities of the 
war interrupted further activities along 
this line.s* In 1920 the Unemployment 
Grants Committee was established. The 
purpose of this plan of making grants to 
local authorities was ‘“‘to provide tempo- 
rary relief in localities where unemploy- 
ment was severe.”*5 In 1925 and again 
in 1926 the Labour party introduced a 
bill into Parliament which provided for 
the advance planning of public works to 
be executed in depression, but the bill 
was defeated.” 

In the United States there have been 
several recommendations, but few have 
resulted in legislation. Pennsylvania 
passed a law in 1917 setting up an Emer- 
gency Public Works Commission. This 
commission had charge of the administra- 
tion of “a fund to provide increased op- 
portunities for employment in useful 
public works during periods of extraor- 

83 A. D, Hall, “The Development Act afd Un- 
employment,” Proceedings of the First Annual Con- 
ference on the Prevention of Destitution (London, 
1911), pp. 517-18. Mr. Hall was a member of the 
Development Commission. 

84 Ibid., p. 41. 

58 Final Report of the Unemployment Grants Com- 
mitiee (London, 1933), Pp. 5- 

s International Labour Office, Unemployment and 
Public Works, pp. 42-43. 
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dinary unemployment caused by indus- 
trial depression.”’’ It was the duty of 
the Industrial Board to keep informed 
about the state of employment and to in- 
form the governor when a condition of 
“extraordinary unemployment”’ existed. 
Upon receiving notice from the governor 
of such a condition, the Public Works 
Commission was authorized to secure 
tentative plans from the various state 
departments and to distribute the fund 
among them for the execution of the 
projects. A fund of $50,000 was appro- 
priated for the use of the commission, 
but the governor reduced it to $40,000 
because of insufficient revenue. Similar 
laws were passed by California in 1921 
and by Wisconsin in 1923.5 The Penn- 
sylvania law was repealed in 1923 as a 
part of the governor’s reorganization 
plan to eliminate bureaus and commis- 
sions, and the California law seems never 
to have been put into actual operation. 

In 1919 Senator Kenyon introduced 
a bill in Congress designed to aid the 
states and municipalities in executing 
public works during periods of unemploy- 
ment, but the bill was defeated in com- 
mittee. The President’s Conference on 
Unemployment in 1921 urged public 
authorities to speed up public construc- 
tion, and the mayors of a hundred and 
twenty-five cities reported that public 
construction was being “energetically 
pressed.” That the recommendation 
probably had some effect is indicated by 
the fact that the total value of public 
construction contracts awarded in twen- 
ty-seven northeastern states increased 


81 American Labor Legislation Review, VII (1917), 
554- 

S* Ibid., XI (1921), 335. 

59 Ibid., XIII (1923), 289. 

se Mund, of. cit., p. 6. 

% Business Cycles and Unemployment, p. 240. 

% Tbid., p. 242. 


from 771 million dollars in 1921 to 912 
million in 1922.6? Another result of the 
President’s Conference on Unemploy- 
ment was the introduction of another 
bill by Senator Kenyon in 1921 which 
was designed to carry out the proposals 
of the Conference regarding public 
works, but the bill failed to pass. 

In 1928 another public works bill, S. 
2475, was introduced in the Senate. The 
purpose of this bill was “‘to create a pros- 
perity reserve and to stabilize industry 
and employment by the expansion of 
public works during periods of unemploy- 
ment and industrial depression,’ but 
this bill also was defeated. Other bills 
were introduced, but none eventuated in 
legislation until 1931. In that year a law 
was enacted which created the Federal 
Employment Stabilization Board. This 
board had the duty of preparing, in con- 
junction with the construction agencies 
of the Federal government, a six-year ad- 
vance plan of public works with esti- 
mates showing the projects allotted to 
each year.” The plan was to include new 
construction, repairs, alterations, and 
maintenance and was to be revised an- 
nually. The Board had the additional 
duty of “advising the President of the 
trend of employment and business ac- 
tivity” so that federal construction 
might be increased when depression 
occurred. 

The economic collapse of 1932-33 
caused a shift in emphasis regarding pub- 
lic works policy. The problem of pro- 

* Leo Wolman, Planning and Control of Public 
Works, Chart 38, p. 111. 

4 Business Cycles and Unemployment, pp. 247- 
48. 

6s Hearings on S. 2475, Senate Committee on Com- 
merce (70th Cong., 1st sess. [Washington, 1928), 
p. I. 

6 See Donald H. Sawyer, director of the Federal 
Employment Stabilization Board, ‘Federal Plan- 
ning of Public Works,” American Labor Legislation 
Review, XXII (1932), 84. 
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moting recovery was of more immediate 
concern than that of smoothing out busi- 
ness fluctuations, and, as a result, the 
National Industrial Recovery Act of 
1933 provided for an expansion of public 
works not merely for the purpose of pro- 
viding employment but also for that of 
stimulating private industry.” By an 
executive order of March 1, 1934, the 
records, functions, and personnel of the 
Federal Employment Stabilization 
Board were transferred to a newly cre- 
ated Federal Employment Stabilization 
Office in the Department of Commerce. 

But it appears that Sweden is the only 
country which has made any serious at- 
tempt actually to put a compensatory 
public works policy into practice.” Be- 
fore 1933 Sweden had followed a policy 
of work relief for the unemployed, and 
“reserve works” organized under the 
direction of the State Unemployment 
Commission were used for this purpose.” 
In 1933, however, a new policy was in- 


* Harold L. Ickes, director of the Federal Emer- 
gency Administration of Public Works, Public 
Works Administration: The First Three Years (Wash- 
ington, 1936), pp. 19-21. 


% House Miscellaneous Documents (73d Cong., 
ad sess. [Washington, 1934]), Doc. No. 270. 


% Finland had also taken steps toward carrying 
out a compensatory public works policy. A special 
fund was established in 1934 which was to be used 
to finance measures for combatting unemployment 
during the next depression. In August, 1938, the 
value of the securities held in this fund was about 
600 million marks, plus an “equal amount derived 
from the various claims which the state has made 
over to the fund.” Moreover, a general public works 
inventory was compiled in 1937 and checked in 1938 
so that these projects would be ready for execution 
during the next depression. See International Labour 
Office, Industrial and Labour Information, LVII, 
No. 8 (1938), 221-24. See also “Public Works a 
Factor in Economic Stabilization,” International 
Labour Review, XXXVIII (1938), 15-16. 


7” E. G. Huss, “Organization of Public Works 
and Other Measures for Relief of Unemployment in 
Sweden,” International Labour Review, XX VI (1932), 
30. 


augurated which was designed to stimu- 
late purchasing power and to promote 
recovery." This program involved im- 
portant changes in public works policy. 
First, ordinary public works were sepa- 
rated from “reserve works,” the latter 
to be used as formerly as a means of work 
relief while the former carried out under 
ordinary business conditions were to be 
used to counteract cyclical fluctuations.” 
In conformity with this new policy, pub- 
lic works expenditure was increased in 
1933-34 and 1934-35. 

A second feature of the new policy is 
the long-term budget. Instead of follow- 
ing the usual custom of balancing the 
budget annually, the objective is to 
balance it only for the period of the trade 
cycle.” Deficits during depression years 
are considered “sound financial policy” 
and are to be balanced by surpluses dur- 
ing good years. In conformity with this 
policy, the increase of public works dur- 
ing the depression was financed by short- 
term loans which were to be repaid dur- 
ing the next boom, and, to assure rapid 
repayment of the money borrowed, the 
inheritance and gift tax rates were raised. 
This phase of the policy was very suc- 
cessful, as the budget was balanced in 
1935, public construction was gradually 
reduced after 1936, and by July 1, 1937, 
all public works loans had been repaid.’ 


™ Gustav Moller, “The Unemployment Policy,” 
Annals of the American Academy of Political and 
Social Science, CXCVII (1938), 49-50. 

™ Ibid., p. 50. See also ““Measures To Combat 
Unemployment in Sweden since 1929,” Svenska 
Handelsbanken, Index, Supplement, June, 1938, pp. 
12-13. 

73 See Gustav Cassel, “Long-Run Balancing of 
the Budget,” Skandinaviska kreditaktobslaget (“Quar- 
terly Report”), June, 1938, p. 51. 

™ See Bertil Ohlin, “Economic Reconstruction 
and Labour Market Problems in Sweden,” Jnter- 
national Labour Review, XXXI (1935), 490. 


15 See Moller, op. cit., pp. 57 and 67. 
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A third feature in the advanced plan- 
ning of public works and preparation for 
the next depression was already under 
way before the beginning of World War 
II. An inventory of suitable projects had 
been made and plans for these projects 
had been prepared,” The 1938-39 budget 
included an “emergency” budget of 230 
million kronor which is to be spent most- 
ly for public works in the event of depres- 
sion and which comes into operation 
without further approval by the Riksdag 
if and when the government feels a de- 
pression exists sufficiently to justify in- 
creased expenditures.”’ 

The Swedish program represents an 
actual attempt to apply the compensa- 
tory public works policy. Not only were 
public works expanded during depression 
but they were reduced, and the previously 
contracted loans repaid, during the sub- 
sequent period of prosperity. Other 
countries also have expanded their pub- 
lic works during periods of depression to 
provide relief for the unemployed and, 
in some cases, to stimulate recovery. But 
the best evidence—the real test of a 
compensatory policy—namely, that of 
reducing public works expenditure dur- 
ing prosperity, has occurred in only a 
very few instances.”* Accordingly, public 
works expenditure continues to be larger 
in nearly all countries during periods of 
prosperity and smaller during periods of 
depression. 


IV 


The conflicting claims set forth by the 
proponents and the critics of the compen- 
satory theory raise four major issues for 
appraisal. They are: (1) Can a state, by 

76 See “Measures To Combat Unemployment in 
Sweden since 1929,” loc. cié., p. 13. 

17 See Cassel, op. cit., p. 53. 


78 See International Labour Office, Public Works 
Policy, p. 157. 


varying its volume of public works, ef- 
fect a corresponding net change in the 
total volume of economic activity? (2) 
Is the quantity of public construction, if 
properly distributed, sufficient to com- 
pensate for private cyclical variations? 
(3) Are the administrative difficulties so 
great as to impair seriously the e: :ctive- 
ness of such a policy? (4) Will the com- 
pensatory policy increase total produc- 
tion and decrease unemployment in the 
long run? 

In the analysis which is to follow it 
should be kept in mind that the com- 
pensatory proposals contemplated (1) 
merely a better time distribution of ordi- 
nary public construction, not an increase 
in the total for the period of the cycle as 
a whole; (2) that only laborers fitted for 
the job were to be employed—the unem- 
ployed as such were not to be attracted; 
and (3) that fluctuations in private in- 
dustry would continue much the same as 
before but would be offset by a contra- 
variation in public expenditure. 

The analyses of the advocates of a 
compensatory public works policy have 
been based largely on the assumption 
that an increase in the volume of public 
works during depression would result in 
a corresponding increase in aggregate 
production and employment. A corollary 
to this assumption is that the volume of 
private production will be unaffected by 
the increase of public works.” But the 
validity of this assumption is open to 
serious question. Can the government 
secure funds for financing its construc- 
tion without encroaching on the supply 
available for private industry and, even 
so, can it utilize only those productive 
factors which would have been idle other- 


7 The stimulating effects of an expansion of pub- 
lic works on private industry were recognized but 
were not incorporated as an integral part of the com- 
pensatory principle. 
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wise? For, unless it does, either produc- 
tive factors will be diverted from private 
industry or the supply of these factors 
will be increased beyond what they other- 
wise would have been, with the result 
that these additional productive factors 
will be idle when public works are di- 
minished. Consequently, if the compen- 
satory policy is to have its maximum ef- 
fectiveness, public construction must 
utilize the productive factors released 
by private industry during depression, 
and it must release them to private in- 
dustry during prosperity. It is evident, 
then, that a successful application of the 
compensatory policy involves more than 
a mere variation in the volume of public 
works. It requires that productive fac- 
tors be mobile between public works and 
private industry. 

The extent to which an expansion of 
public works during depression is likely 
to divert productive factors from private 
industry has been analyzed almost en- 
tirely from the viewpoint of the financing 
of public works.*® If the public works 
program is financed by taxation, the re- 
sult will be mainly a transfer of income 
from taxpayers to the government with 
little or no effect on aggregate expendi- 
ture and employment. If the government 
sells bonds in the open market, the result 
will depend mainly on the extent to 
which idle balances and funds are drawn 
upon which otherwise would not have 
been used. The danger of taking funds 
from private industry may perhaps best 
be avoided by borrowing directly from 
the banks, the net effect of which would 
be to finance the public works program 
by credit expansion. In this case, how- 
ever, care would have to be taken to pre- 


* E.g., Hawtrey, op.cit., pp. 38-48; J. M. Keynes, 
The Means to Prosperity (London, 1933), esp. pp. 
9-16; Memoranda on Certain Proposals Relating to 
Unemployment (Cmd. 331 (London, 1929]), esp. pp. 
50-51. 





vent a rise in the interest rate so that pri- 
vate borrowing would not be discouraged. 
Thus, if an increase in public construc- 
tion can be financed by idle balanoes and 
newly created credit, there is no reason 
why the supply of funds available for 
private industry should be directly di- 
minished. 

Uninvested funds, however, can be 
more easily directed into new channels 
than those funds which have already 
been invested in capital goods. Because 
of the specialized character of most of our 
capital goods, much of the capital equip- 
ment of private industry which is idle 
during depression would not be suitable 
for public construction. For this reason, 
an expansion of public works is unlikely 
to absorb directly very much of the 
capital equipment left idle by a decline in 
private industry. If this idle equipment 
is to be absorbed, it must be done largely 
through the stimulating effects of public 
works expenditure. But since this ex- 
penditure affects only a small portion of 
private industry directly, it is not likely 
that the public works funds will be 
passed on through the many remaining 
channels of private industry in just the 
right amount to bring all its idle equip- 
ment into use. Thus, even though the 
net increase in aggregate expenditure 
due to an expansion of public works is 
sufficient to compensate for the decline 
in private industry, it cannot be safely 
assumed that the increase will be dis- 
tributed, either directly or indirectly, in 
such a manner that a full use of all capi- 
tal goods will be secured. Moreover, it is 
entirely possible that the introduction of 
a compensatory public works policy will 
necessitate the purchase of additional 
equipment, and by adding to the aggre- 
gate supply of capital goods, will in- 
crease the amount of idle equipment in 
the long run. 
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Another assumption involved in the 
compensatory principle is that unem- 
ployment can be prevented by increasing 
the demand for labor on public works by 
as much as the demand in private indus- 
try declines. This is not necessarily true. 
It is true only if the laborers released by 
private industry can be employed on 
public works or if the pool of unemployed 
in good times can be drawn on. But there 
are two factors, especially, which are 
likely to interfere with such complete 
mobility of labor. First, the types of 
labor released as private industry de- 
clines may not be suitable for the work 
required in public construction. Since 
the compensatory proposal recommends 
that only capable workers, and not the 
unemployed as such, be employed, pub- 
lic works might be increased sufficiently 
to maintain the aggregate demand for 
labor and still fail to absorb all or even a 
large part of the employees released by 
the decline in private industry. It is im- 
portant, therefore, that in the selection 
of projects for a long-range public works 
program, the types of labor required 
should be adapted, as far as practicable, 
to the supply which is likely to be avail- 
able among the unemployed during de- 
pression. In this way, the laborers re- 
leased by private industry could be more 
readily absorbed by public construction 
and the mobility of labor increased. 

A second factor which interferes with 
the mobility of labor is that of location. 
Public construction projects may be 
located far from the centers of unemploy- 
ment, and the expense of moving long 
distances, especially for temporary work, 
may prevent the use of many laborers re- 
leased by private industry. For these 
reasons the mobility of labor between pub- 
lic works and private industry is likely 
to be less than that contemplated by the 
advocates of the compensatory policy. 


CLAY J. ANDERSON 


Finally, there is the question of the 
mobility of natural resources. An in- 
crease of public works is not likely to 
leave private industry without an ade- 
quate supply of raw materials, but the 
purchases by the government may either 
bid up the prices of raw materials or keep 
them from falling and, in this way, tend 
to delay a revival in private production 
and employment. 

Our analysis indicates that the com- 
pensatory policy, even assuming that it 
is properly administered and that the 
volume of public works is adequate, can- 
not secure for us a stable economic sys- 
tem with a full use of its resources at all 
times.** Even though the variations in 
the volume of public construction should 
be dovetailed perfectly with the fluctua- 
tions in private industry, productive fac- 
tors are not sufficiently mobile between 
private industry and public works 
that the factors released by a decline in 
one will be promptly absorbed by an ex- 
pansion in the other. It seems, therefore, 
that the compensatory policy is not 
capable of freeing our economy from the 
problem of productive factors idle 
through cyclical causes. The greater the 
mobility of productive factors between 
public construction and private industry, 
however, the greater will be the benefits 
derived from the policy. 

Another question of paramount im- 
portance is whether the volume of ordi- 
nary public works is sufficient, even if 
properly distributed, to compensate for 
the variations in private industry. The 
answer to this question depends very 
largely upon the severity of the fluctua- 
tions to be counteracted, the total vol- 
ume of public construction, and the pro- 
portion of the latter which can be shifted 
from one year to another. 


8 We are considering here only the cyclical as- 
pects of a full utilization of resources. 

















The severity of business fluctuations 
cannot be predicted, but we may take 
the last two major depressions in the 
United States asan indication of the mag- 
nitude of the task to be accomplished. 
The total compensation paid to employ- 
ees by private industry during 1921 was 
approximately 10 billion dollars less 
than during 1920. During 1933 it was 
about 22.4 billion less than in 1929. 
For the two-year period 1921-22 the in- 
come paid to employees was about 17 
billion less than it would have been had 
the 1920 level of payments been main- 
tained, and for the five-year period 1930- 
34 it was approximately 85 billion less 
than it would have been had the 1929 
level continued. If we take the common 
assumption that 80 per cent of the total 
outlay on public works goes to laborers 
employed at the construction site and 
those employed producing the materials 
used, a 21-billion-dollar public works 
program would have been required to 
compensate for the decline in wage pay- 
ments during the period 1921-22 and 
a 106-billion-dollar program for the 
period 1930-34. These estimates do not 
take into consideration secondary effects 
which have never been incorporated as an 
integral part of the compensatory theory. 

The possibility of securing ordinary 
public construction of such magnitudes 
for depression periods depends on the 
total volume of public construction and 
the proportion of it which can be post- 
poned to depression years. The average 
annual value of all public construction 
in the United States—federal, state, and 
local—for the twenty-year period 1919- 


** These figures have been taken from the data 
supplied to the Temporary National Economic 
Committee by Isador Lubin. See “Economic Pro- 
logue,” Hearings on Public Resolution No. 113, Part I 
(75th Cong., 3d sess. [Washington, 1938]), Exhibit 
13A, p. 197. Income payments by government are 
excluded. 
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38 was approximately 2.5 billion dollars. 
For the decade 1929-38 it was about 2.8 
billion.*? But all ordinary construction 
cannot be deferred until periods of de- 
pression. Just how much could be de- 
ferred is uncertain, as there seems to be 
no reliable information on this subject. 
The fact that public construction has 
lagged behind the need for it is likely to 
make any large-scale postponement very 
difficult.** The difficulty of postponement 
is accentuated also by the decentralized 
control of public construction. Less than 
10 per cent of the total is normally 
carried out by the federal government." 
Since the federal government cannot 
control the construction activities of 
state and local governments, it would be 
necessary to secure their co-operation if a 
large proportion of all public construc- 
tion is to be included in the program. 
Another variable, which cannot be es- 
timated accurately, is the number of 
years between periods of depression dur- 
ing which a reserve of projects may be 
accumulated. During the last three- 
fourths of a century a major depression 
has occurred on the average about every 
fourteen years. If we assume that one- 
fourth of all public construction should 
be deferred for fourteen years, and this 
seems optimistic when a large part of all 
construction is controlled by state and 
local authorities, a public works reserve 
of only 9.8 billion would be accumulated. 
Such a reserve is far short of the 21 bil- 
lion and 106 billion required to compen-" 


83See “Construction Industry,” Hearings on 
Public Resolution No. 113, Part II (76th Cong., rst 
sess. (Washington, 1939]), p. 5476. These figures do 
not include C.W.A., F.E.R.A., or W.P.A. construc- 
tion, which was more of an emergency character. 


84See Wolman, Planning and Control of Public 
Works, p. 174. 

8sSee “Construction Industry,” Hearings, Ex- 
hibit No. 838, p. 5476. 
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sate for the depressions of 1921-22 and 
1930-35, respectively. 

In addition to the inadequacy of the 
volume of public construction for coun- 
teracting major depressions, the effec- 
tiveness of this policy is certain to be re- 
duced somewhat by administrative diff- 
culties. Present knowledge of the effects 
of public works expenditure is not suffi- 
cient to enable public authorities to 
know definitely whether it is best to ex- 
pand public works promptly as soon as 
private industry starts to decline or 
whether it is best to wait until the de- 
cline has corrected some of the malad- 
justments created during the preceding 
period of prosperity. Moreover, decen- 
tralized control and technical obstacles 
will prevent any timing policy from being 
applied with precision. 

Finally, we have to consider the long- 
run effects of a compensatory policy.” 
Assuming that it is applied efficiently, 
will it prevent unemployment or will it 
merely distribute it more evenly? The 
answer will depend on whether a com- 
pensatory variation in public construc- 
tion will raise the general level of aggre- 
gate production and of employment or 
whether it will merely reduce the range of 
the fluctuations around the existing 
level. 

Since the compensatory proposals 


86 The effects of a compensatory policy in the 


long run have been largely ignored, apparently, by 
the champions of this policy. 


CLAY J. ANDERSON 


recommend merely the shifting of a part 
of the ordinary public construction from 
good to bad years and not an increase 
in the total, the demand for labor on 
public construction would remain the 
same for the period of the business cycle. 
The greater volume during depression 
would be offset by a smaller volume dur- 
ing prosperity. If then we assume, as 
the advocates of the compensatory prin- 
ciple seem to have done, that private 
fluctuations continue as before, the total 
demand for labor in private industry 
will be the same for the business cycle as 
a whole.*’? If both the public and the 
private demands for labor remain the 
same in the long run, the total must also 
remain the same. Consequently, the 
compensatory policy, even if applied 
effectively, would merely reduce the 
range of the fluctuations in the total de- 
mand for labor around the same level. 
It is only a device for distributing unem- 
ployment more evenly over a period of 
time. It is not a means of preventing it. 


CENTRAL Missouri StaTeE COLLEGE 
WARRENSBURG, MissouRI 


7 It is not necessary to assume that variations 
in the volume of public works will not affect private 
industry. If the secondary deflationary effects of a 
contraction of public works are equivalent to the 
secondary stimulating effects of an expansion, the 
tetal demand for labor in private industry will re- 
main about the same in the long run. It is possible, 
however, that greater stability might encourage pri- 
vate enterprise and thus lead to an increase in the 
demand for labor and in production in the long run. 
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THE EFFECT OF AVERAGING ON THE CYCLICAL SENSITIVITY OF 
THE YIELD OF THE INCOME TAX 


WILLIAM VICKREY 


NCREASED interest has recently been mani- 
fested in the use of taxes having a yield 
sensitive to changes in the national income 
as a means of mitigating booms and depres- 
sions. Along with this interest the notion has 
become prevalent that, while averaging un- 
der the income tax might be desirable on 
grounds of equity, such averaging would im- 
pair the cyclical sensitivity of the income 
tax and so increase the difficulty of coping 
with booms and depressions by fiscal means. 
To be sure, the methods formerly used in 
Wisconsin, England, and Australia did 
have this effect, inasmuch as they tended to 
spread tax payments more evenly over the 
years. But the method suggested by Simons 
and Groves’ is at least neutral in this respect, 
and the cumulative averaging method,’ on 
the contrary, decidedly increases the cyclical 
sensitivity of the tax yield, both directly 
in the absence of rate changes and indirect- 
ly through enhancing the effectiveness of 
such changes and eliminating their disad- 
vantages. 

Under the averaging methods used in 
Wisconsin and in England, the tax for each 
year was computed on the basis of an aver- 
age of the incomes for the three preceding 
years: this obviously results in paying a 
heavier tax than on a straight annual basis 
in years of decreased income and a lower tax 
in years of higher income. Under the Aus- 
tralian method, in which the effective rate 
but not the tax base is made to depend on a 
moving average income, the same was true, 
though to a smaller extent. It is these meth- 


"Henry C. Simons, Personal Income Taxation 
(Chicago, 1938), p. 212; Harold M. Groves, Produc- 
tion, Jobs and Taxes (New York, 1944), p. 85. 

? William Vickrey, ‘Averaging of Income for In- 
come Tax Purposes,”’ Journal of Political Economy, 
XLVII (1939), 379. 


ods that are apparently in mind when the as- 
sertion is made that averaging impairs the 
countercyclical influence of the income tax. 

The essence of the cumulative method of 
averaging is that the tax payable in any 
year is the difference between a total tax 
liability computed on the accumulated total 
income since the beginning of averaging and 
the sum of the present values of the taxes 
actually paid on such income in previous 
years. An adjustment is made to both in- 
come and tax to allow for interest on the 
taxes paid. The total tax liability is equal 
to the sum of the present values of the an- 
nual taxes payable by a hypothetical tax- 
payer who has a steady income that is 
equivalent to the fluctuating income of the 


given taxpayer. Accordingly, for a taxpayer 
whose current income is the same as the 


“average income of past years, the tax will be 


the same as it would be without averaging. 
However, if his current income falls below 
the previous average, the average will be re- 
duced, and the tax liability with respect to 
previous years will be correspondingly re- 
duced. The amount by which the previous 
payments exceed this new reduced liability 
will in effect be credited against the liability 
for the current year. This “credit” will in 
most cases reduce the tax to a figure smaller 
than it would have been under a straight an- 
nual assessment and will in some cases even 
result in a refund. In the case of a current 
income increased to more than the previous 
average, the current tax payment would 
also be somewhat less under averaging than 
under a straight annual assessment; but the 
relative reduction would usually be less than 
for a correspondingly large falling-off of cur- 
rent income. It can be shown mathematical- 
ly that under quite general conditions the 
ratio of tax payments in years of reduced in- 
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come to the payments in years of inflated 
income would be smaller under cumulative 
averaging than on a straight annual basis. 

Consider an individual with an average 
income # and compare the tax payable if his 
current income falls temporarily to # — dr 
to that payable if, on the other hand, the 
current income rises to # + dr. Under aver- 
aging, the taxes payable will be s(7) — mdr 
and 2(7) + #idr, respectively, while without 
averaging they would be 2(# — dr) and 
2(7 + dr). In these expressions, z(r, 7) is the 
tax on an income r according to the schedule 
applicable at time 7; for brevity, we put 
3(r) = s(r, 4), ¢ being the present time at 
which the current tax is being assessed; #% 
is an equivalent mean marginal rate given 
by 

t 
JS m(r) ede 





JS tm) ei) — me (r) ] dr 


where m is the marginal rate of tax in the 
annual schedule on an income equal to the 
average income: m(r) = z,(7, 7); i is the 
rate of interest; and ¢ is the base of natural 
logarithms.’ 

If we assume that the current rate sched- 
ule is no higher than the average past sched- 
ule, or at least not so much higher that 
m(t) = m > m, and if we can assume that 
the marginal rate increased with increasing 
income, but at a diminishing rate, that is, 
that s;/; <o throughout, we can compare the 
ratio R, of these taxes under averaging to 
the ratio without averaging R, as follows: 

R 2(7) —mdr_2z(#) —mdr 
+4 (7) +mdr <z(%) +mdr 

(#7) —mdr+}s"dr* 
< z(#) +mdr+42"dr* 

2(#) —mdr+4s"'dr?—h2'" pi 

£(f) +mdr+ ge"dr?+ hs’ p3 


s(#—dr) 
TG +ar) 


where 0 < p; < dr and o < p, < dr. Thus 
Ra < Ra. 


3 Ibid., p. 387. 











Thus in a typical case the ratio of the 
tax payable if the current year should be an 
unusually bad one to the tax payable if the 
current year is correspondingly good is 
smaller under averaging than without aver- 
aging. The condition z’” < o is fulfilled in 
nearly all cases if a smooth curve is substi- 
tuted for the bracket steps. Of course, if 
the situation is such that the accidental 
position of a given income near the top or 
bottom of a surtax bracket is a major factor, 
definite conclusions are more difficult. But, 
in the aggregate, the scattering of incomes 
over various parts of the brackets can be 
expected to produce a result not far different 
from that predicted on the basis of a smooth 
graduation curve. 

Since, without averaging, the revenue 
from a given rate schedule would be higher 
than with averaging, to be strictly accurate 
the situation without averaging should be 
compared to the situation under averaging 
with a rate schedule that is slightly higher. 
While it might be necessary in increasing 
the rates to decrease somewhat the steep- 
ness of the progression over part of the in- 
come range, it seems unlikely that this 


* would have to be done to the extent of mak- 


ing the variability of the tax less than with- 
out averaging. 

Another necessary reservation is that this 
demonstration applies only to symmetrical 
variations of income about the average. If, 
for example, we were to have a situation 
where the income is just below the average 
most of the time with rare spurts to far 
above the average, the ratio of bad-year to 
good-year payments without averaging 
might well be smaller than the ratio of such 
payments under averaging. On the other 
hand, if the income pattern is characterized 
by occasional slumps downward from the 
normal level but no spurts above it, the ad- 
vantage of averaging would be even greater 
than in the symmetrical case. But even with 
the fullest allowance for these possible excep- 
tions, it seems clear that in practice the 
effect of averaging will be to increase the 
cyclical sensitivity of the yield of a tax col- 
lected under a constant rate schedule. 
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Thus, far from being a detriment to the 
stabilizing effects of the tax structure, cumu- 
lative averaging actually enhances this 
property of the income tax. Moreover, a tax 
adjustment resulting from the operation of 
an automatic mechanism is likely to be more 
effective than tax adjustments that must de- 
pend on administrative or legislative action, 
however promptly this action may be taken. 
A tax reduction will be more effective in in- 
ducing expenditure and stimulating the 
economy if the individual can begin to think 
of the reduction in tax as soon as it becomes 
apparent to him that his individual income 
is going to be reduced than if he must wait 
until it is apparent to the appropriate ad- 
ministrative agency that the national in- 
come is about to sag to a degree warranting 
a reduction in tax rates. 

Averaging not only increases the cyclical 
sensitivity of the income tax yield under 
given fixed rates, but it alters the effective- 
ness of countercyclical changes in the rates 
and the ease with which they can be put into 
efiect. Without averaging, sharp changes in 
rates not only produce inequities between 
taxpayers who happened to have high in- 
comes in years of high rates and those whose 
high incomes escaped and were taxed at the 
lower rates, but they also accentuate prob- 
lems involved in the frequently arbitrary al- 
location of income between income years. 
Averaging eliminates these objections to 
changes in the rates and permits such 
changes to be made without fear of produc- 
ing individual inequities or administrative 
difficulties. Further, in a period of decreased 
income, averaging increases the amount of 
income subject to the current rate and thus 
increases the effectiveness of such changes in 
tates as are made. A sharp fall in income can 
readily result in tax refunds being payable 
even though no reduction in rates be made; 
adding to this a reduction in the rates not 
merely on this year’s reduced income but on 
the larger average income would produce 


a very powerful reflationary weapon. 


On the other hand, in years of increased 
income averaging reduces the amount of in- 
come subject to the current rates, and ac- 
cordingiy on this side of the cycle given 
changes in rates are likely to be less effective 
in curbing inflation than without averaging. 
However, the greater equity attained under 
averaging will permit more drastic rate in- 
creases to be made in times of boom or 
threatened inflation, and so this disadvan- 
tage can be offset to a large extent if not 
entirely. 

Mr~*_ . what has been said regarding the 
genera. , xect of cumulative averaging ap- 
plies also in lesser degree to the Simons- 
Groves plan. Under this plan the taxpayer 
is permitted periodically to recompute his 
taxes as they would have been if his income 
had been steady and to apply for a refund if 
the difference between such a tax and that 
actually paid exceeds a certain minimum. 
There is no reason to suppose that taxpayers 
would be more likely to apply for these re- 
funds in boom period than in depressions; 
rather it could reasonably be expected that 
more applications would be made in years of 
reduced income when the need for funds is 
greater. It can be expected that the general 
pattern of tax payments would lie some- 
where between that under annual assess- 
ment and that under cumulative averaging. 
Both the minimum limit and the fact that 
the adjustment is not automatic but must 
be applied for would tend to diminish the 
effectiveness of this method as a means of 
improving the countercyclical properties of 
the income tax. 

But whether the cumulative averaging 
plan or the Simons-Groves relief plan of 
averaging is being considered, there need be 
no hesitation to adopt averaging lest the 
countercyclical properties of the income tax 
be impaired ; indeed, the cumulative method 
particularly will greatly enhance these 
properties. 


Mount WEATHER, VIRGINIA 
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Theory of National Economic Planning. By Cari 
LANDAUER. Berkeley: University of Cali- 
fornia Press, 1944. Pp. 189. $2.00. 


To Dr. Landauer, depressions are the fatal 
malady and the “most irrational feature” of 
capitalism. The cures commonly suggested are 
not equal to the task, and the only way out is 
the co-ordination of capitalism with comprehen- 
sive planning by a democratically elected cen- 
tral body. The author is not interested in hatch- 
ing a new ism; his aim is a minimum of change 
to attain the limited purpose of a steady level 
of full employment. This minimum is, however, 
a powerful dose, and one wonders whether the 
patient has a stomach for it. 

The proposal rests on two pillars: (1) the 
possibility of economic calculation in the ab- 
sence of a real market or for a market expected 
to exist several years later and (2) a modification 
of Ezekiel’s plan in his Jobs for AU. The plan- 
ning board, with a knowledge of the available 
resources and consumer preferences, prepares a 
schedule of supplies of commodities to be pro- 
duced; and from the expected incomes and the 
correlative family budgets it derives schedules of 
demand. By “experimental variation,” prices 
are calculated which equate supply and demand 
on the “paper” market. Dr. Landauer admits 
that thousands of equations will have to be 
solved, but he is sure that the job can be done 
with less waste than attends the attainment of 
equilibrium in the present markets. 

The planning board stipulates with each 
large firm that it shall produce the proposed 
volume of goods, with a guaranty of sales at a 
set price. No commitments are made with small 
firms or with small businesses like barber-shops 
or grocery stores. Which prices are set is not 
clear. Some pages (25, 56) state that for no con- 
cern is the price to be put below costs, but there 
is one reference (p. 84) to competitive bidding 
before the board. In the one case prices will be 
too high; in the other case the question arises as 
to what will be done with the resources of the 
eliminated bidders. Coercion is not favored 
against small deviations but is applied in in- 
stances of serious recalcitrance, graduating from 
penal taxes to expropriation. 

The ultimate test of the plan is the demand 
of the free consumers; and, should shortages or 


surpluses develop, the errors will be corrected 
by price variation, storage for future use, or ra- 
tioning. 

The case is presented persuasively in a close. 
knit argument by a mature, observative mind 
that can play the many angles of a problem. 
The book is full of instructive observations on 
business-cycle theory, interest, deficit financing, 
Keynes, inequality, and other topics. Curiously, 
there is no discussion of rent, patents, public 
utilities, product differentiation, and advertis- 
ing, in relation to the proposed plan. It is to be 
noted, too, that the book does not deal with 
theory in the sense in which the recent book by 
A. P. Lerner deals with the theory of planning. 
It is concerned chiefly with the framework,the 
possibilities, and the difficulties of a particular 
scheme. 

As to this central theme, the author is prone 
to see the virtues of planning and to minimize 
the difficulties. The frequent recalculation; the 
recurrent use of taxes; and the occasional use of 
public loans, rationing, and expropriation—to 
correct errors of pricing, to check oversaving or 
undersaving, to make the calculated rate of in- 
terest the market rate and the calculated wage 
the market wage, and to gain compliance; the 
free pricing by the numerous small business 
units left out of the scheme; the struggle with 
monopoly which may gain in persistence to 
make up for the fall of profits accompanying the 
reduction of the entrepreneur’s functions; the 
control of the choice of occupations; the possible 
sabotage by employers and strikes by employ- 
ees; international difficulties; the grave effect 
of errors of foresight when made by a national 
planning agency in contrast to the lesser effect 
in present markets where the errors of some ex- 
pectations are often neutralized by the opposite 
errors of others; and the inevitable clashes 
within a house divided against itself between 
the demands of planning and the claims of prop- 
erty rights—these and other features may breed 
complications fatal to the plan. Instead of Dr. 
Landauer’s democratic society attending to 4 
manageable job, we may behold a monolithic 
state struggling with the task of Sisyphus. 


M. M. Boner 
Lawrence College 
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The Ideal Foundations of Economic Thought: 
Three Essays on the Philosophy of Economics. 
By W. Stark. New York: Oxford University 
Press, 1944. Pp. viii+-219. $3.50. 

This is a very serious and, in a sense, quite 
able discussion of a vitally important problem, 
but the result is, to this reader, disappointing. 
The theme is a lament that modern economics 
has become scientific and given up its ideals 
(grounded in religion) and the effort to direct 
policy along lines of social betterment. The path 
of this historical fall from grace is traced in 
considerable detail, in three essays, on the work 
of three pairs of key thinkers. This summary 
will be of value to anyone interested either in 
the history of doctrine or in the relations be- 
tween theory and practice in economics. In the 
first essay, Locke and Leibniz are credited with 
formulating the moral ideals of freedom and 
equality which were embraced by Bentham and 
Smith and their followers—‘the sublime social 
philosophy of the classical economics” (p. 149). 
More accurately, Leibniz stated the ideal, and 
“Locke’s clear and sober ideas showed the way”’ 
(p. 49). The Industrial Revolution made the 
ideal of equality inconsistent with that of free- 
dom and necessitated a choice of some kind, be- 
tween attacking or defending the existing social 
order and giving up one of the two aims, 
criticism or objective analysis, in favor of the 
other. The second essay (which fills nearly half 
the book) explains how one disciple of Ben- 
tham (Thomas Hodgskin) accepted and de- 
veloped the ideal of freedom, and another 
(William Thompson) that of equality. In the 
third essay we come to the moral downfall—in 
the development of modern utility theory for 
a factual treatment of economic motives and 
conduct. The essay deals with Gossen, who still 
believed in a moral (and divine) order, and with 
Jennings, who did not. A brief Postscript sum- 
marizes the book and the author’s position. 

In a short note it is impossible to discuss 
either the historical or the ethical and practical 
issues raised, though both aspects of the argu- 
ment raise questions at many points. The author 
does not make it clear how a significant social 
ethic can be built up on the basis of either the 
sensationist psychology and naive theistic-hedo- 
nistic libertarianism of Locke or the monad met- 
aphysics and best-of-all-possible-worlds theodi- 
cy of Leibniz. Nor does he give a satisfactory 
criticism of the later writers, in whose work 
many kinds of preaching are indiscriminately 
mixed with as many kinds of science and pseudo- 


science, both resting on postulates that are not 
made explicit. Only very recently have we seen 
any serious attempt to develop accurate postu- 
lates for a scientific economic psychology. 

If anything can be learned from the history 
of the natural sciences and their application to 
practical problems, the sharp separation of de- 
scription and analysis from discussion of ends 
and values is not inconsistent with the develop- 
ment of applications but is rather a prerequisite 
of the latter. It is true, and also vitally impor- 
tant, that man in society is, at the same time, 
both scientist and practitioner and the subject 
matter of social science; and this obvious fact 
drastically limits the possibilities of science it- 
self in this field and profoundly affects its char- 
acter and its relation to practice. This would be 
true even if social science were being developed 
for the guidance of an absolute dictator and 
owner of the rest of society; and it is far more 
pointedly true for a science in and for free or 
democratic society, where the practical problem 
is one of securing agreement upon the best rules 
or terms of association, for co-operation in real- 
izing individual and social values. In this area, 
sharp specialization is not feasible or desirable 
between workers in pure and in applied science. 
But this does not mean that it is any less impor- 
tant for the thinker interested in practical is- 
sues to be as clear as possible—which, at best, 
will not be very clear—and to make it clear to 
others, when and in what sense he is describing 
reality and possible methods for changing it and 
when he is formulating ideals and using them to 
appraise the actual and to propose changes on 
his own account. 

Frank H, KNIGHT 


University of Chicago 


World Commodities and World Currency. By 
BenjaMIn GraHAM. New York: McGraw- 
Hill Book Co., Inc., 1944. Pp. xii+182. 
$2.00. 


This is an engaging tract. It proposes an In- 
ternational Commodity Corporation, which, 
as an adjunct of the International Monetary 
Fund, would buy and sell a “basket” of fifteen 
basic commodities—base value 100, buying 
price 95, selling price 105. This basket or unit 
would be so made up as to weight the different 
commodities (prices) according to both world 
production and export volume im a base period. 
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All schemes for an autonomous international 
currency, dissociated from any fiscal sovereign- 
ty, are a bit nonsensical. Graham seems to sup- 
pose that the I.C.C. money would be tied to the 
dollar (or conversely!). Unless tied to some im- 
portant national currency, it would constitute 
only a kind of expatriate ghost-money; and, 
if it were tied to the dollar, the whole scheme 
might best be viewed as simply an American 
monetary program—of international impor- 
tance because the dollar promises to be the 
dominant world currency. 

As against cartels, commodity agreements, 
valorization schemes, the A.A.A., high tariffs, 
barter trade, and the gold standard, this is a 
lucid and powerful tract. Graham clearly dem- 
onstrates the superiority of his scheme over all 
such popular devices which compete so success- 
fully for the politician’s favor and for the econo- 
mist’s disesteem. This demonstration, while 
meagerly commending his own proposals, should 
not be underrated as a contribution to current 
discussion. Graham’s scheme, whatever its 
other merits, is a keen instrument for probing 
out error and a powerful rhetorical device for 
exposing it—as the book shows and as many 
other teachers doubtless have been discovering 
in their classrooms. The author’s remarks about 
economic policy, over a wide range, are almost 
unfailingly discerning, persuasive, and judi- 
cious—save for inordinate commendations of 
stockpiling per se and of food-stamp plans. 

He meets the hard-money folk on their own 
ground and, with their own weapons, routs them 
completely. He makes, by implication at least, 
a strong case against emergency public-works 
spending—and against all ruleless schemes 
which would rely on the day-to-day discretion 
of “authorities,” i.e., on short-sighted political 
expediency. Above all, he makes an unanswer- 
able argument for general monetary stabiliza- 
tion and against schemes for stabilizing (i.e., 
raising) particular prices. But he makes a strong 
case for his own scheme only as an alternative 
to deplorable and inferior expedients. 

His national currency, like his proposed 
world money, would be unhappily isolated from 
the fiscal system. For combating depressions, 
the scheme is simply another spending program, 
whose virtue is that it would be financed by 
printing money but which, like revenue assign- 
ment, has the fault of confusing budgetary 
policy and dispersing fiscal responsibility. For 
combating inflations, its device is goods-dis- 
hoarding—which is workable only while the 


goods last and requires wasteful accumulation 
of negative-yield investments. Given deflation. 
ary banking and fiscal measures, it might pile 
up materials all over the place and produce 
large relative-price distortions; given inflation- 
ary banking and fiscal influences, it could only 
hold back inflation in one sector for a while— 
and only while the farm bloc remained asleep! 
Thus, if it worked well, it would do so only be- 
cause the government, as a taxing-borrowing- 
spending agency, did what was necessary. But 
the government can and should stabilize the 
commodity value of money directly, as a basic 
rule or principle of its fiscal policy. While the 
best index for such purposes would doubtless be 
heavily weighted with Graham’s fifteen com- 
modities, its elements might be chosen without 
the arbitrary restriction of storability; and no 
costly, superfluous storage or socially lossful 
investment need be involved at all. 

To be sure, if we had a good monetary-fiscal 
“constitution” and a proper financial structure, 
a commodity-reserve system would do no harm 
—save as its index tended to move differently 
from the broader index-guide of fiscal policy; 
given really good fiscal policy, the commodity- 
reserve system, with a 10 per cent spread be- 
tween bids and offers, would never do any busi- 
ness at all. As a practical matter, however, it 
would be very confusing in the political discus- 
sion-process and likely to facilitate serious or 
irreparable errors in fiscal practice itself. Finan- 
cial salvation, at least under representative gov- 
ernment, lies not in perpetuating a misleading 
separation of monetary and fiscal (and of cur 
rency and credit) problems but in seeing them 
whole (i.e., all as fiscal problems) and in putting 
them together for discussion and for action. 
Powers over the quantity of money (and money 
substitutes, from bank deposits to corporate 
bonds) and responsibility for the value of money 
should be not further dispersed but concen- 
trated as closely as possible in the Treasury and 
in (also within) Congress as the ultimate fiscal 
authority. 

Graham proposes to add another ingenious 
gadget to a financial system already compli- 
cated beyond all popular, political (if not econo- 
mist) understanding—and to add another out- 
let for federal spending in a nation already sur- 
feited with such outlets and already so much 
centralized as almost to preclude either presef- 
vation of domestic liberties or participation in 
an orderly world. In effect, he proposes to sta- 
bilize an unduly narrow price-index by fiscal 
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and banking measures which would aim, not at 
such stabilization directly but at tolerable func- 
tioning of his gadget as the nominal instrumen- 
tality. As one money-crank to another, I con- 
cede his to be about the best of gadget schemes 
—far superior to those based on gold, on real- 
bills doctrine, or on Keynesian prescriptions, 
yet much inferior to a scheme which may be de- 
scribed as follows: Let us choose a suitable price- 
index guide for fiscal policy; put our federal 
debt wholly into a currency-and-consol form; 
accelerate and retard consol retirement by 
Treasury open-market measures as the index 
may dictate; avoid all manipulation of federal 
spending for monetary purposes (save as a last, 
desperate resort); make our personal-income 
tax the predominant source of federal revenues; 
fix a suitable scale of marginal or bracket rates 
and avoid manipulation of these rates; and, 
above all, undertake continuously to adjust the 
income-tax exemptions as frequently and as 
much as may be necessary, along with open- 
market measures (and rapid secular consol re- 
tirement), to keep the index stable. (In addi- 
tion, we should seek gradually to curtail all 
short-term borrowing by corporations, espe- 
cally banks, and ultimately to eliminate all 
corporate debt-issues, short term and long.) 
Within such a scheme, I can find no place for 
Graham’s contrivance, save as one of those last- 
resort, emergency devices of spending which 
only gross prior errors of action would necessi- 
tate. Given prevailing attitudes and opinions, 
however, the Graham scheme may have greater 
political merit than the above argument would 
suggest. Perhaps we cannot cut through directly 
toward a sound, elegant, and intelligible finan- 
cial system; to get simplicity, perhaps we must 
first increase complexity, adding a sensible 
gadget to a heritage of more or less senseless 
ones. If so, Graham’s supporting argument, 
stressing the problem of particular commodities 
and only casually adverting to fiscal or banking 
policy, is not well contrived. The best case for 
& commodity-reserve currency could be made 
only by presenting it as part of a broad scheme 
for fiscal-financial reform. Graham may have 
sound and penetrating ideas about fiscal and 
banking policy; but he has not used them to 
buttress his proposal or to place it in a larger 
policy context whose merits are really at issue 
and within which his proposal should be ap- 

praised. 
Henry C. Simmons 


University of Chicago 


Standards of Local Expenditure: A Problem of 
the Inequality of Incomes. By J. R. Hicxs and 

U. K. Hicks. (“Occasional Papers,” III: 

National Institute of Economic and Social 

Research.) Cambridge: At the University 

Press; New York: Macmillan Co., 1943. Pp. 

61. $1.25. 

This is a preliminary study of the level of tax 
rates, expenditures, and block grants-in-aid in 
English county boroughs.' The study shows that 
the tax rates vary greatly among the various 
boroughs, with the high rates approximately 
three times as high as the low, whether the rates 
are considered in terms of annual rental values 
or per capita. It is the repetition of the theme, 
familiar from the work of the Webbs and official 
commissions, that wealthy towns have relatively 
lower tax rates than poorer for a given quantity 
of service, although, of course, towns with equal 
wealth may expend different amounts, depend- 
ing upon their interest in providing a given serv- 
ice. The present study examines the effect of the 
block grant and shows that the effect is only 
partial equalization of the burden of local gov- 
ernment, for the burden still varies greatly from 
place to place. It is suggested that this is the re- 
sult of differences in wealth rather than varia- 
tion in assessment ratios, since many of the areas 
with high tax rates also have adequate methods 
of valuation. 

The British block grant was introduced by 
the Local Government Act of 1929, which pro- 
vided, among other things, for a scheme of de- 
rating, analogous to our classified property tax, 
and the consolidation of a number of grants into 
an annual payment distributed in proportion 
to weighted population. This formula gave 
greater weight to areas with large numbers of 
children or large numbers of unemployed. The 
result has been that the poorer towns have re- 
ceived higher per capita grants than the richer, 
but the equalization has been far from complete, 
and many boroughs must bear a heavy burden 
to maintain the standard services. In view of 
the formula used for the apportionment, this re- 
sult might have been anticipated. The block 
grant was not wholly intended as an equalizing 
device. Incidentally, students of British local 
government might find the American literature 
on the apportionment of school grants-in-aid 
relevant for this purpose. 

* The county borough is an administrative au- 
thority combining both county and municipal func- 
tions. Most of the British cities except London are 
organized as county boroughs. 





282 


While the Act of 1929 gave relief to indus- 
trial property, it failed to equalize or even to re- 
duce the burden on other property; and, in the 
opinion of the authors, this would constitute a 
serious problem in the event of a postwar de- 
pression. They favor, therefore, a levy of a uni- 
form rate in all areas, with some additional 
transfers of functions to the national budget. 
The national uniform rate, however, as part of 
a grant system would require greater uniform- 
ity in assessment procedure. This is the same 
difficulty that arises in attempts at equalization 
of burden through the grant-in-aid in American 
states. 

The adoption of the Beveridge plan, the 
authors hold, would be a step in the right direc- 
tion in so far as it would reduce the demands up- 
on local authorities for social relief expenditure. 
Inequalities would, however, remain in the cost 
of providing for education and roads. Current 
proposals before Parliament would also mitigate 
this difficulty. The consequence would be a fur- 
ther reduction in the functions of local govern- 
ment and a greater centralization of adminis- 
tration. While the present study is almost en- 
tirely factual, presumably the complete work 
will have more suggestions to offer regarding 
policy, though obviously the changes in the 
postwar period may be so drastic as to render 
current investigations obsolete before their 
completion. 


Henry J. BITTERMANN 


Washington, D.C. 


The Future Population of Europe and the Soviet 
Union: Population Projections, 1940-1970. 
By Frank W. NorESsTEIN, IRENE B. TAEv- 
BER, DupLEY Kirk, ANSLEY J. COALE, and 
Louise K. Kiser. Geneva: League of Na- 
tions (New York: Columbia University 
Press), 1944. Pp. 315. $3.50. 

This report is a contribution to the rapidly 
developing body of literature forecasting the 
decline, and the differential decline, of Euro- 
pean peoples and anticipating the problems that 
will arise if and when the trends of population 
growth follow the courses charted. The sub- 
stance of the report, printed as Appendix IV 
of the volume, is a series of population projec- 
tions showing the declines that would have re- 
sulted in various European areas and countries 
if the vital trends of the interwar period had 
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continued undisturbed. The one somewhat 
novel feature here is the position that birth. 
and death-rate declines are somehow a function 
of the existing rates—that the declines will be 
rapid where the rates are high and slow where 
the rates are low and that the rate of progressive 
retardation is the same in various populations. 
The bulk of the report is given to explanation 
of the procedures followed in constructing the 
tables; justification of the assumptions in regard 
to the growth behavior of populations; discus- 
sion and speculation concerning the effects 
of war on the growth and internal structure of 
population groups; and other relevant matters 
and related comment. In addition to the appen- 
dix presenting the authors’ population projec- 
tions, other appendixes deal with the method 
of the study, the history of recent population es- 
timates, and bibliographical material on popu- 
lation projections. The volume is adequately 
supplied with tables and figures of various types. 
The clerical computations and the mechanical 
procedures of statistical character show every 
evidence of having been done with meticulous 
care. In literary form the report is repetitious 
and poorly organized. 

The authors recognize and state explicitly 
in various connections that the projections 
that they have worked out have, at best, only 
general predictive validity, that they show only 
what would have been the result had there been 
no wars or migrations or other fortuitous events, 
and if there were no cultural changes in the 
generation under consideration to alter the 
vital trends of the interwar period, and if it be 
assumed that the basic enumeration data of the 
various countries were accurate. All this is ad- 
mirable; it recognizes the plain fact that the fu- 
ture growth behavior of populations will be 
determined by factors that cannot be taken in- 
to account in the mechnical procedure of pro- 
jection, that population projections, however 
admirable and valuable in their own right, are 
something other than indications of future 
growth and are not to be confused with esti- 
mates having a broad theoretical and empirical 
foundation. 

But the report, in its title and in the general 
tenor of its discussion, purports to state the fu- 
ture population of the European area and its 
various subdivisions. For this purpose the pro- 
jection procedure is admittedly not adequate, 
though it is not wholly irrelevant. Unfortunate- 
ly, the supplementary parts of the report pre- 
sent little material that shows them to be pat- 
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ticularly significant for the problem in hand, 
and little effort is made to integrate them into 
a logical body of thought. The report gives no 
systematic attention to the factors that deter- 
mine the trend of birth and death rates; passing 
references are made to “underlying forces,” 
“ynderlying and orderly processes of popula- 
tion growth,” “natural sources of future 
” “sensible reasoning,” “normal expec- 
tation,” and the like, but there is no coherent 
statement of a theoretical position that would 
orient the researchers or give the report general 

meaning and significance. 
E. B. REUTER 


Fisk University 


The Great Transformation. By Kart POLANYI. 
New York: Farrar & Rinehart, Inc., 1944. 
Pp. xiii+-305. $3.00. 

The author’s theme is familiar; his way of 
handling it is unique. He discusses the market 
economy based on the theory of a self-regulating 
mechanism, extended in the nineteenth century 
to include labor, land, and money. Govern- 
ments were preoccupied with the removal of ob- 
stacles in the way of the operation of the free 
market, but at the same time they found it 
necessary to take steps for the protection of so- 
ciety or of particular classes from the destruc- 
tive effects of market economy. Thus the Eng- 
lish Poor Law of 1834 is described as removing 
the hindrances to a labor market, while the 
Factory Act of 1833 is viewed as symbolizing 
measures for restricting the labor market and 
protecting workers from the automatic mecha- 
nism which, in theory, controlled society. 

The author states that the market economy 
(in fact, the nineteenth-century civilization) has 
now collapsed. The culminating event of the 
collapse was the abandonment of the gold stand- 
ard, which had been the keystone of the arch of 
international economy. This action freed the 
various countries from the automatic mecha- 
nism of the market in the international sphere 
and made no longer necessary the subordina- 
tion of domestic policies to automatic interna- 
tional controls. The gold standard is described 
&% an attempt to extend the market system to 
the international field. There were two other 
distinctive nineteenth-century _ institutions 
which are linked by the author to the market 
economy. One of these—the balance-of-power 


system—was “a superstructure erected upon 
and, partly, worked through the gold standard.” 
The other institution—the liberal state—was 
“a creation of the self-regulating market.” 

Typical of the author’s unusual and often 
arbitrary use of terms and of his extremes of in- 
terpretation is his view of liberalism as a crea- 
tion of the automatic-market economy. He 
states, for example, that American constitution- 
al limitations required by the market economy 
rendered voters powerless against property and 
that under the compulsion of liberalism the un- 
written law of the British constitution denied 
most of the people even the right to vote. An 
elementary knowledge of history would seem to 
call for a judgment of the liberal state (if judg- 
ment is to be rendered) in the light of what pre- 
ceded it as to property rights versus the rights of 
the people and as to denial of the right to vote. 
Furthermore, a limiting of the concept of lib- 
eralism to its connection with the automatic 
market and the laissez faire state is overempha- 
sis to a degree that becomes perversion of fact. 
Typical also of the author’s arbitrary use of 
terms and exaggerated interpretations of events 
is his opening sentence: “Nineteenth-century 
civilization has collapsed.” 

Apparently an ardent faith in a highly sim- 
plified interpretation of world events has trans- 
ferred the author’s black-and-white mentality 
to the wide array of evidence he has assembled 
in support of his thesis. Some students become 
pedants or make idols of facts, but reverence is 
not idolatry. The reader who has schooled him- 
self in trying to learn both the nature and the 
meaning of facts will often be appalled at the 
author’s undisciplined use of the “several dis- 
ciplines” of history, anthropology, economics, 
and political science in support of his interpre- 
tations. 

Nevertheless, the author says many things 
that call for emphasis and presents many stimu- 
lating points of view, both in his interpretation 
of the past and in his anticipations of “freedom 
in a complex society.” He believes that the loss 
of the illusory freedom of the market system 
will be followed by a genuine freedom when “the 
economic system ceases to lay down the law to 
society and the primacy of society over that 
system is secured.” Anyone with an open mind 
safeguarded by critical faculties will do well to 
curb his annoyance and read the book. 


Witt BowpENn 
Washington, D.C. 
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Earnings and Social Security in the United 
States: A Report Prepared for the Commitice 
on Social Security. By W. S. Woytinsxy. 

. New York: Committee on Social Security, 
Social Science Research Council, 1943. Pp. 
xiii+260 (with separate Appendix Tables 
I-XXV, pp. 41). $2.50. 


W. S. Woytinsky was a mature scholar with 
a very considerable European reputation as a 
statistician and economist when he came to 
this country about ten years ago. Since then 
he has worked on basic data having relation to 
social security in the United States. Owing to 
restrictions imposed by Congress, he could not 
be employed by the Social Security Board 
until he became an American citizen. Wisely, 
the Committee on Economic Security of the 
Social Science Research Council took him on, 
told him to work with the Social Security Board, 
and gave him free rein to explore any available 
data which he thought might prove to be of any 
value for the appraisal and improvement of our 
existing social security legislation. 

This was a most happy arrangement. Very 
probably the Committee on Social Security got 
more for its money from Woytinsky than from 
anyone else it employed. From 1936 to 1941, 
Woytinsky carried on his studies under the 
auspices of the Committee. The results are em- 
bodied in four books, plus some short articles. 
The book reviewed is the last in the series, the 
earlier ones being Labor in the United States: 
Basic Statistics for Social Security (1938); Sea- 
sonal Variations in Employment in the United 
States (1939); and Three Aspects of Labor Dy- 
namics (1942). 

The present volume was completed early in 
1942. Publication was delayed by the war, 
which also necessitated leaving unpublished all 
parts of Woytinsky’s research which yielded 
no practical results. To simplify publication, 
the appendix tables supporting the text are re- 
produced separately in larger format. Publica- 
tion difficulties, however, have not prevented 
full treatment of all subjects dealt with. 

As in the earlier volumes reporting Woytin- 
sky’s studies, the data presented are somewhat 
miscellaneous. They deal primarily with the 
interrelations of social security and national 
income trends and with the structure of wages 
in the United States. In the concluding chap- 
ters the impacts of the long-range trends in in- 
come and wages upon the American social se- 
curity system are discussed, but no conclusions 
are drawn as to specific changes which ought 
to be made in the present system. The principal 
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source of the data analyzed is the statistics of 
the operation of the Old Age and Survivory’ 
Insurance System in the four years 1937-40, 
Much of this data was compiled by the Social 
Security Board at Woytinsky’s suggestion. In 
addition, he utilized a wide range of other sta- 
tistical series and the results of all prior re- 
search. Woytinsky in this book again demon- 
strates that he is not only a highly competent 
and careful statistician but a scholar with i 
ination, thoroughly familiar with the literature 
of his subject and with revelant economic 
theory. 

This study has the limitation that it relates 
to pre-war conditions. These have been pro- 
foundly altered by the war, and, while no one 
can be certain what the postwar period will be 
like, it assuredly will not bring a return to 1937- 
40, to which Woytinsky’s statistics and con- 
clusions relate. 

Yet, I believe Woytinsky’s studies to have 
lasting value. They have value as an accurate 
presentation of the pre-war situation. They 
have value also for the methods used, which 
probably can be utilized without change in 
future analyses of wage and income data. 
Woytinsky has done much spade work which 
needed to be done if we are to plan soundly for 
the development of social security legislation 
in the years that lie ahead. © 

To me, the most important contribution of 
this study lies in the picture it presents of the 
structure of wages in the United States. This 
book is fully as important to the student of 
wages and income in the United States as it is 
to the specialist in social security. More than 
anyone else, Woytinsky emphasizes that earn- 
ings depend upon the continuity of employ- 
ment quite as much as upon the wage rates. A 
surprisingly large portion of the wage-earners 
of the United States are part-time or temporary 
workers, with a resulting much wider spread in 
earnings than in wage rates. Other factors care- 
fully analyzed are the effects upon earnings of 
family relationships, industry, occupation, 
geographical location, age, race, and sex. All 
these factors have been altered by the war. The 
figures Woytinsky gives are not correct for the 
present time and almost certainly will not be 
precisely accurate at any time in the future. 
The over-all picture of the structure of Ameri- 
can wages and earnings, however, will probably 
remain true for years to come. 


Epwin E. WITTE 
Washington, D.C. 
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Report on Interterritorial Freight Rates: Letter 
from the Board of Investigation and Research 
Transmitting Report on Interterritorial Freight 
Rales. By BOARD OF INVESTIGATION AND 
RESEARCH, TRANSPORTATION ACT OF 1940. 
Washington, 1943. Pp. xvi+384. 
Presumably because criticism of geographic 

differences has been centered on the compara- 
tive levels of rates on manufactured products 
into the East, on the one hand, and within the 
East, on the other, both of which are largely 
dass rates, this document concerns itself mainly 
with such rates, both in and between territories. 
Making an approximate comparison of first- 
dass rates and a rough allowance for the fact 
that the same article often takes different per- 
centages of first class in different regions, the 
report concludes that charges on class traffic in 
the South are about 33 per cent higher than in 
the East. It fails to allow, except by a few cau- 
tionary but inconclusive words, for the possi- 
bility that considerable traffic which takes 
dass rates in the East may move at commodity 
rates (almost always lower) in the South. Simi- 
lar comparisons are made for other areas. No 
estimate of the level of rates into versus within 
any territory is ventured. The study does show 
that, when the I.C.C. made the present inter- 
territorial rates by “blending” the levels in the 
areas involved, it produced charges illogically 
close to those in the higher-rated territory. 
Comparisons of commodity rates on a limited 
number of articles which move on them in the 
several territories or both in and between terri- 
tories demonstrate that differences in level are 
not consistent from one commodity to another. 
For measures of the average difference in rates, 
on all kinds of traffic, the report virtually ac- 
cepts the studies of other investigators who 
estimate that rates in the South average 3 to 5 
per cent, and in the West about 17 per cent, 
above the East. It concedes, in passing, that 
these figures are not “conclusive,” being based 
on “available statistics” —which are too limited 
for the purpose. 

The Board likewise made no independent 
study of the extent to which the differences in 
rates correspond to differences in the cost of 
transportation; again it accepts the conclusions 
of others, as indicating that “costs are slightly 
lower in the South ....and somewhat higher 
in the West than in the East.” No critique of 
the cost analyses is presented. The discussion 
of the argument that a different distribution of 
overhead (at the expense of class-type traffic) 
is needed in the outlying territories does not 


adequately recognize the implicit theoretical 
framework of the problem. 

If freight rates are higher and freight costs 
are lower in the South, why haven’t the roads 
there been appreciably more prosperous than 
the northern roads? The report finds the an- 
swer in a greater passenger deficit in the South, 
but the data presented fail to bridge the gap. 

A chapter on economic effects of differences 
in levels properly warns any economically in- 
nocent readers that many other factors affect 
the relative industrial development of different 
regions, but goes little further. 

The Board’s staff accepts the principle that 
rates should reflect differences in rail costs, be- 
cause industry would then be encouraged, as 
it should be, to locate where the sum of plant 
and —— costs is a minimum. It re- 
jects the practice of piecemeal equalization, 
which it shows the I.C.C. has to some extent 
followed, and also the “destination level’’ pro- 
posal, which would in effect grant a regional 
protective tariff in some cases and export boun- 
ty in others. The chief positive conclusions are 
that percentages of first class should usually be 
uniform on any one article, that a nation-wide 
scale of first-class rates should be established, 
with departures wherever costs or the revenue 
needs of carriers justify, and that Congress 
might properly enact a general mandate along 
these lines to guide the Commission. The east- 
ern member of the Board itself, although he 
apparently believes present differences too 
high, would leave everything to the L.C.C. 
(which is conducting an inquiry of its own into 
class rates) without admonition. The southern 
and the western members would have Congress 
direct the Commission to set up a uniform 
classification and first-class scale for the entire 
nation within three years. Some exceptions are 
allowed, but they do not specifically permit the 
recognition of cost differences per se, and whole- 
sale violation of the principle of maximum loca- 
tional economy might result.* 

Although it relies (however guardedly) on 
insufficient data at some points and fails to 
solve some problems of economic reasoning, the 
staff report, which was prepared under the di- 
rection of D. Philip Locklin, should prove valu- 
able to scholars for its comprehensive picture 
of the class-rate structure (including much new 


* Since this was written, the I.C.C., completing 
its inquiry, has directed the railroads to establish a 
uniform classification, and a uniform scale of rates 
everywhere except to, from, and within the Moun- 
tain-Pacific area. 
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information on comparative percentage ratings 
and some ingenious diagrams) and for its con- 
venient reservoir of illustrative material on 
commodity rates. 

TxHor HULTGREN 


National Bureau of Economic Research 


Measurement of Variations in State Economic 
and Fiscal Capacity. By Paut StupENskI. 
(Bureau of Research and Statistics Memo- 
randum, No. 50.) Washington: Social Se- 
curity Board, 1943. Pp. 76. (Lithoprinted.) 


Students of federal-state finance have long 
been concerned with the measurement of the 
relative fiscal capacity of states as a part of the 
problem of determining the amounts of federal 
funds necessary to assure adequate standards 
in federally aided state-administered services. 
The underlying assumption of the idea of a na- 
tional minimum in such a governmental func- 
tion is that the federal contribution toward the 
maintenance of a given level of service should 
vary inversely with the fiscal capacity of the 
states. In practice, however, we have had no 
satisfactory measure either of the costs of main- 
taining a national minimum or of the relative 
fiscal capacity of states and have relied on 
cruder formulas for determining federal and 
state shares of costs. Dr. Studenski addresses 
himself to the problem of more precisely meas- 
uring relative fiscal capacity of the states. 

In approaching the question, he presents, 
as background, a useful summary and critique 
of the principal efforts made by others in the 
same area. His major emphasis is on the evalua- 
tion of per capita income as an index of rela- 
tive state fiscal capacity. The data of the De- 
partment of Commerce on “income received” 
are analyzed in this endeavor. The effects of 
the almost complete omission of the rental value 
of farm dwellings from the Commerce figures 
are estimated in an effort to determine the de- 
gree to which the utility of the index is vitiated 
thereby. Similarly, corrections are made for the 
supposed underestimate of the item of food pro- 
duced and consumed on the farm. These ad- 
justments raise the per capita income of highly 
industrialized states less than 1 per cent and 
that of the poorer agricultural states by 10-17 
per cent. However, the adjustment for these 
factors “does not materially change the ranking 





BOOK REVIEWS 


of the States,” and Dr. Studenski conclude: 
that this characteristic does not make the “ip. 
come series unusable as a measure of State eco- 
nomic capacity.”” He examines the effects of 
variations in cost of living on the value of the 
index but concludes that there is no suitable 
method of adjustment, although he believes 
that the margin of error in the use of unad- 
justed indexes “cannot be great.” 

If it is assumed that per capita income r- 
ceived is a measure of economic capacity, the 
question remains whether it is a usable index of 
fiscal capacity, that is, a measure of relative 
ability to divert funds from alternative uses to 
the support of state and local governmental 
functions, The effect of differences in income 
distribution from state to state is examined, but 
the inadequacy of data prevents a precise de- 
termination whether this factor causes fiscal 
capacity to diverge significantly from varia- 
tions in per capita income. Closely related is the 
question of whether federal tax withdrawals 
alter relative fiscal capacity as shown by the 
income index; it is concluded that under some 
circumstances adjustments deducting federal 
tax withdrawals would alter ranking in relative 
capacity. 

The fact that “income received” by the 
residents of a state may differ significantly from 
“fncome produced” within the state has led to 
questioning of the utility of the income index, 
because some types of taxes may be levied most 
readily on “income produced.” The estimated 
disparities in these two series leads Dr. Studen- 
ski to suggest the desirability of the develop- 
ment of indexes of “income produced” and to 
conclude that a combined index based on both 
“income received” and “income produced” 
would be a more satisfactory means of compar- 
ing state fiscal capacities. 

Dr. Studenski’s monograph is an illuminat- 


ing analysis of an important aspect of federal- . 


state finance. Indexes of relative fiscal ability, 
however, furnish only one side of the equation 
necessary to equalize the burden of a national 
minimum in a particular service. The other 
aspect, the costs of maintaining particular 
levels of governmental service from state to 
state, has received considerably less attention. 
Inquiries in this direction would broaden our 
understanding of this general phase of federal- 
state finance. 

V. O. Key, Jr. 
Johns Hopkins University 
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